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STUDY OF THE SECURITIES AND EXCHANGE COMMISSION 


TUESDAY, MAY 20, 1952 


Hovse or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTE ON 
INTERSTATE AND Foreign CoMMERCE, 
Washington, D. C. 


The subcommittee met, pursuant to call, at 10 a. m., in room 1334 of 
the New House Office Building, Hon. Louis B. Heller (chairman of the 
subcommittee) presiding. 

Mr. Heuer. The subcommittee will please be in order. 

This subcommittee has scheduled public hearings for today and to- 
morrow on the subject of the direct placement of corporate securities; 
that is, securities sold directly to investors without registration with 
the Securities and Exchange Commission. Such transactions, I be- 
lieve, are exempted from registration by section 4, subsection 1, of 
the Securities Act of 1933. 

Now, the trend in the dollar amount of securities placed privately 
has accelerated very rapidly in recent years. This fact is demon- 
strated by a series of statistical tables prepared by the Securities and 
Exchange Commission which I will insert in the record at this point. 

(The tables referred to are as follows:) 


TABLE 1.—All corporate securities placed privately and offered publicly, 1934-51 
{Millions of dollars) 

















| | le 

All | Publicly (Privately) oe All_ | Publicly Privately| anor y 

issues | offered | placed | Privately | issues | offered | placed | Privately 
1034____. 307 | 305 | 92 | 23.2 || 1943___. | 1,170 | 798 | 372 31.8 
1935____. 2, 332 1, 945 7 | 16.6 || 1944. __- 3, 202 2, 415 | 787 24.6 
1036.....| 4,572] 4,199 373 | 8.2 || 1945.....| 6,011 4, 989 1, 022 17.0 
1937_....| 2.309 1, 979 | 330 | 14.3 || 1946.___-| 6, 900 4, 983 | 1,917 27.8 
1938.....| 2.155 1, 463 | 692 32.1 || 1947____ 6, 577 4, 342 2) 235 34.0 
1939. ___. 2164) 1.458 | 766 | 32.6 || 1948.....| 7,078 3, 991 3 087 43.6 
1940___- 2677| 1,912 | 765 28.6 || 1949....| 6,052 3, 550 2) 502 41.3 
1941.--| 2667| 1,854 | 813 30.5 || 1950....-| 6,362| 3,681 2, 680 42.1 
1942.___. 1, 062 | 642 | 420 | 39.5 || 1951 7,766 | 4,316 3, 448 | 44.4 


| 
| 
| 
| 
| 











Source: Securities and Exchange Commission. 
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TABLE 2.—Corporate bonds placed privately and offered publicly, 1934-51 * 








[Millions of dollars] 
Percent Percent 
Year All bond | Placed | Offered bonds Year All bond! Placed | Offered bends 
offerings | privately | publicly | placed offerings | privately | publicly | placed 
privately privately 
1034____- 372 92 280 24.7 || 1943..... 990 369 621 37.3 
1935... ... 2, 225 385 1, 840 17.3 || 1944..... 2, 670 778 1, 892 29. 1 
1936... _. 4,029 369 3, 660 9.2 || 1945._... 4, 855 1,004 3, 851 20.7 
1937_.__. 1, 618 327 1, 291 20.2 || 1946..... 4, 882 1, 863 3,019 38.2 
1938__-. 2, 044 691 1, 353 83.8 || 1947..... 5, 036 2,147 2, 889 42.6 
1939__ 1,979 703 1, 276 35.5 || 1948....-. 5, 973 3, 008 2, 965 50.4 
1940____- 2, 386 758 1, 628 31.8 ||} 1949..... 4, 890 2, 453 2, 437 50.2 
1941__ 2, 389 811 1, 578 33.9 || 1950..... 4, 920 2, 560 2, 360 52.0 
1942____. 917 411 506 44.8 || 1951..... 5, 714 3, 357 2, 357 58.8 



































1 Bonds, notes, and debentures. 
Source: Securities and Exchange Commission. 


TABLE 3.—Corporate securities offered for cash in the United States 


{Numbers of issues] 























1948 149 | 1950 1951 
i rievebtccavinseteunisctecersshmepaceayeti 1, 096 | 948 1,018 1, 193 
Registered... ...... bean asin athecas 314 | 303 328 388 
NE DN ca pedciwerciccbtnasvocerncese 660 | 530 575 655 
ET SATE SE LTC TN 115 | 115] - 115 150 
ORT NINN, 5 ncn snccddancttvescvunsess 758 | 712 932 996 
Total offerings..................- Leathe a, 1, 854 | 1, 660 1,960 | 2, 189 
' ! 





1"Rough estimate of issues between $100,000 and $300,000 in size expected to be offered for cash pursuant to 
regulation A of the Securities Act of 1933, as amended. 
4,Consist mainly of issues of railroads and banks. 
TABLE 4.—Corporate securities offerings 


[Percent distribution by type of security] 

















| 

} Preferred Common 

Total Bonds stock stock 
OR fy: Rar os ek Vee dk, 100 | 84.4 6.9 8.7 
Crs cb pseeosed SECS NS ee ee 100 | 80.8 7.0 12.2 
ge Sait seeps ee ee 100 | 77.3 10.0 12.7 
RRR CREE 2h - AS B 1 S RRRS 100 | 73.6 10.8 15.6 





Source: Securities and Exchange Commission. 
TABLE 5.—Corporate bonds placed privately 
[Percent of total amount purchased by various investors] 


























Type of investor 1940 | 1941 1942 1943 1947 1949 1950 

Life insurance companies............-.------- 88.1} 93.4] 948] 91.9] 93.0 5] 83.4 
Other insurance companies_.............---.- a < ( a .5 e 4 .7 
RS a as 5 eo osnbebaadoe 11.2 5.9 4.8 6.2 2.7 4.9 12.1 
Other institutions___............- PRE IR 8 -5 -4 .8 2.5 5 6 
Individuals and corporations..............- at > 1 cee” 5 eee a .4 23.6 2.5 
ERE SEE ETE YEE (4) () () (‘) 1.3 1 8 

PE. ves incaninéodutianoliiaeieines 100.0 | 100.6 100.0 100.0 100.0 100.0 100.0 








1 Figures for the years 1940-43 were taken from work sheets prepared some years ago and tho distribution 
apparently did not cover a small number of issues where identity of purchasers was unknown. This prob- 
abl does not serious impair the use of the figures, however. 

? The increase in 1949 and 1950 largely reflects purchases by private pension funds which are included 
in this category. 


Source: Securities and Exchange Commission, 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 957 


TABLE 6.—Distribution of assets of all life-insurance companies, 1980-51 














[Billions of dollars] 

Corporate | Gavernment 
A Sh ER RTE es Ee ck E 5.3 1.5 7.6 4.5 18.9 
Dsidideanditbbccdnuagineen eel 5.8 4.7 5.3 7.4 23.2 
Pticoddubbtnctbtitaccepnticinsd 9.2 8.4 6.0 7.2 30.8 
Nb bakddubedatinechdncenewet 11.1 22.5 6.6 4.6 44.8 
SE Ce ees £ 25.4 16.0 16.1 6.5 64.0 
Re ares 28.2 13.7 19.3 7.0 68.3 
Increase 1945-51 ................- +17.1 —8.8 +12.7 +2.4 +23.5 














Source: Securities and Exchange Commission. 


TABLE 7.—Corporate securities offered for cash in the United States, by method 
of offering and type of securities—AIl industries 


[Millions of dollars] 















































Total Public ‘Private 
Bonds Bonds Bonds! 
Pre- | Com- Pre- | Com- Pre- | Com- 
and |Bonds and |Bonds and |Bonds 
stocks ferred | mon stocks ferred | mon stocks ferred | mon 
1934... 397 372 6 19 305 280 6 19 92 92 0 0 
nee 2, 332 | 2, 225 86 22 | 1,945 | 1,840 S4 22 387 385 2 0 
ih tcnneed 4, 572 | 4,029 271 272 | 4,199 | 3, 660 270 269 373 369 1 3 
| & er 2, 1, 618 406 825 | 1,979 | 1,291 | 403 285 330 327 3 0 
es 2,155 | 2,044 86 25 | 1,463 | 1,353 |" 85 25 692} 691 1 0 
ee 2, 164 | 1,979 gs 87 | 1,458 | 1, 276 |- 95 86 706 7 3 1 
1940_....... 2, 671 | 2,389 183 108 | 1,912 | 1,628 181 103 765 758 2 5 
2, 667 | 1,389 167 110 | 1,854 | 1, 578 167 109 813 811 1 1 
Si amoonsne 1, 062 917 112 34 642 506 102 34 420 411 o 0 
SR nbaveds 1,170 990 124 56 TUS 621 124 53 72 0 3 
Eee 3, 202 | 2,670 369 163 | 2,415 | 1,892 362 162 787 77 7 2 
es 6,011 | 4,855 758 397 | 4,989 | 3,851 747 391 | 1,022 | 1,004 ll 7 
1946._.. --| 6,900 | 4,882 | 1,127 891 | 4,983 | 3,019 | 1,084 87 1,917 | 1,863 42 12 
1947 6, 577 | 5,036 762 779 | 4,342 | 2,889 682 770 | 2,235 | 2,147 79 a 
REE REESE 7,078 | 5,973 492 614 | 3,991 | 2,965 433 595 | 3,087 | 3,008 59 20 
ee 6,052 | 4,890 425 736 | 3,550 | 2,437 382 730 | 2,502 | 2,453 42 5 
ee Se 6, 362 | 4,920 631 811 | 3,681 | 2,360 519 2, 680 | 2, 560 112 
i lsicedsteteiebendia 7, 766 | 5,714 844 | 1,208 | 4,316 | 2,357 763 | 1,196 | 3,448 | 3, 357 80 ll 





Source: Securities and Exchange Commission. 


Mr. Heiter. Without going into details, these tables show a tre- 
mendous growth in private ot Rovcestbon since 1945. In that year the 
ross proceeds of corporate-debt issues sold privately amounted to 
#1 billion, or 21 percent of the total amount sold publicly and privately. 
In 1948 the amount of debt issues sold privately was $3 billion, or 
half of the total amount sold. 

Now, last year the private placements of debt issues amounted to 
$3,400,000,000, or 59 percent of all corporate debt issues sold publicly 
and privately. 

In the last 5 years almost $14 -billion of debt issues were sold 
privately. 

Table 5 shows that life-insurance companies by far are the most 
active purchasers of private placements. In 1950 they purchased 83 
percent of all corporate bonds privately placed; banks purchased an 
additional 12 percent of the total. 

Obviously, this method of corporate financing is assuming such 
importance as to merit examination by this subcommittee. 

_ I might add that notice of our public hearings on direct placements, 
in addition to the usual publication of the Congressional Record, was 
given in the letter of inquiry addressed to some 22 large and small 
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insurance companies, and a copy of this inquiry will be inserted in the 
record as appendix to this hearing. 

I am also advised that the Life Insurance Association of America 
issued a special bulletin addressed to all its members on April 24 
advising the membership of our plans of such hearings, so that full 
notice has been given to all. 

Now, the first witness will be Mr. L. J. Patton, associated with 
Halsey, Stuart & Co. 


STATEMENT OF LINCOLN J. PATTON, NEW YORK, N. Y. 


Mr. Parron. Mr. Chairman and gentlemen of the committee, my 
name is Lincoln J. Patton. I reside in New York City and I am a 
member of the New York bar. I am appearing in behalf of Halsey, 
Stuart & Co. of Chicago. 

I have been associated with this firm for the past 32 years. 

We propose the Securities Act of 1933 be amended so as to extend 
to investors in certain securities which are now unregistered the pro- 
tection which is presently afforded to investors in securities which are 
registered. 

Since the passage of the Securities Act in 1933 there has developed 
a practice on the part of many corporate issuers of selling their secu- 
rities direct to investors without registration under the act. These 
sales are popularly known as “private placements.” 

Unregistered issues of this nature are made possible by a loophole 
in the Securities Act. This is section 4 (1), under which an exemption 
from registration is granted to “transactions by an issuer not involving 
any public offering.” 

Jnregistered issues, in this sense, are contrary to the public interest 
because— 

(a) They are an evasion of the spirit and intent of the Secu- 
rities Act; 

(6) Millions of holders of insurance policies as well as certain 
pension-fund beneficiaries are being denied the Securities Act pro- 
tection which other investors enjoy ; 

(c) Countles other investors throughout the country are being 
deprived of their fair share of a large number of desirable issues ; 

(d) Unnecessary problems are created for public regulatory bodies; 

(e) Discrimination is involved between the two principal methods 
of sale of securities; 

(7) The public will lose some of the improvements in corporate 
management and practice that were brought about by the Securi- 
ties Act; 

(g) The resale of unregistered issues to the general public is 
permissible. 

Private placements are often short-sighted from the standpoint of 
the issuer of the securities because— 

(1) The adequacy of price received by the issuer is frequently open 
to question ; 

(2) The issuer deprives itself of the benefits of an open market 
for its securities; 
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(3) The ease, speed, and economy of such transactions have been 
overstated. 

These aspects of the sale of unregistered issues will be discussed in 
detail following a preliminary statement of the history of this develop- 
ment. For the purpose of this discussion the term “unregistered 
issues” will mean issues that are sold without registration by virtue 
of section 4 (1) of the Securities Act. 


THE PRIVATE PLACEMENT OF UNREGISTERED ISSUES IS AN OUTGROWTH OF 
THE SECURITIES ACT 


Private placements were relatively unknown before the passage of 
the Securities Act in 1933. 

The Securities and Exchange Commission has reported a total of 
some $3814 billion—$38,244,419,000—of corporate-debt and equity 
issues registered for public offering during the 16 years from Jan- 
uary 1, 1934, to July 1, 1951. For the same period the Commission 
has reported a total of almost $21 billion—$20,989,761,000—of cor- 
porate-debt and equity issues sold witsout registration. Unregistered- 
debt issues—bonds, notes, and debentures—sold during this period 
accounted for 97.6 percent of the latter figure. 

The trend toward sales of unregistered-debt securities has been 
accelerating rapidly in recent years. This is shown by the follow- 
ing table: 

‘Gross proceeds of corporate bonds, notes, and debentures offered publicly and 
nonpublicly, Jan. 1, 1945, to July 1, 1951 





| | 
Gross proceeds offered— 

















| Nonpublic 
Calendar year _ percent of 

Publicly Nonpublicly | Public 
a Nk er J ied | $3,851, 000,000 | $1,004, 000, 000 | 26.1 
a a a emenenell 3, 019, 000, 000 1, 863, 000, 000 | 61.7 
RD IPG TREATING P91 FETED TENE 2, 889,000,000 | 2,147,000, 000 | 74.3 
id tha till. dink ented cecal a1k he eetionaemeil 2, 965, 000,000 | 3,008, 000, 000 | 101.5 
RNG a Obes wer eG, cialis Cia ane 2, 437,000,000 | 2, 453, 000, 000 | 100.7 
LE RUE Sed AR NE IS AT NR ACA | 2, 361,000,000 | 2) 559; 000, 000 | 108. 4 
ga, Sih TEL Sek PRONE ETT PA 1, 450,000, 000 | 1,763; 000, 000 121.6 
emer ie een ae ae ac enegiaiieiaihi 18, 972, 000, 000 | 14, 797, 000, 000 78.0 





The above table includes corporate issues not subject to the regis- 
tration requirements of the Securities Act. 

The figures in the table are as furnished by the Securities and Ex- 
change Commission. Complete information on nonpublic sales is 
frequently difficult or impossible to obtain. There is, therefore, a 
substantial likelihood that the total volume of nonpublic sales has been 
understated. 

That the mounting volume of nonpublic sales is largely attributable 
to the registration requirements of the Securities Act may be demon- 
strated by consideration of the following table. This table covers the 
16-year period from January 1, 1934, to January 1, 1950, and contains 
the latest figures available from published annual reports of the Se- 
curities and Exchange Commission : 
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offered in the United States, Jan. 1, 1934, to Jan. 1, 1950 


Gross proceeds from cash sales of new corporate securities (debt and equity) 














{In billions) 
Total of 

public end Nonpublic Bs mal 

nonpublic sales . 

sales of total 

Grand total, all corporate classes.................-...-.. $57.4 $16.5 28.8 
i sa oi ciincindcnoecatiacd sadmbsscansebaaul 6.7 a .4 
BD RFRA EAE EE IAL AREER Oe 25.8 5.4 21.0 
RRR SURRREETE RREEET EEE Se 21.7 9.2 42.4 
ae ere 3.2 1.6 50.0 














From this table we note that, out of a total of $6.7 billion of steam- 
railroad securities sold for cash during this 16-year period, only about 
$300 million or four-tenths of 1 percent were nonpublic. It is sig- 
nificant that railroad securities are exempted from the registration 
provisions of the Securities Act. The securities included in the 
remaining three classifications of this table are not exempted from 
such registration. The substantial percentages of nonpublic sales 
in the public-utility, industrial, and real-estate and financial classes 
support the conclusion that such sales, in their present proportions, 
are an outgrowth of the registration requirements of the act. 


PRIVATE SALES OF UNREGISTERED ISSUES ARE AN EVASION OF THE INTENT 
OF THE SECURITIES ACT 


The original intent of the Securities Act was to require compre- 
hensive public disclosures in connection with the great bulk of new 
issues sold, other than certain types exempted under section 3 of the 
act, such as municipal and railroad securities. The Presidential mes- 
sage of March 29, 1933, to Congress stated in part [reading] : 

There is, however, an obligation upon us to insist that every issue of new 
securities to be sold in interstate commerce shall be accompanied by full pub- 
licity and information, and that no essentially important element attending 
the issue shall be concealed from the buying public. * * * It (the proposed 
legislation] puts the burden of telling the whole truth on the seller. 

Congress, in enacting the legislation, never contemplated that sales 
of securities running into the billions of dollars per year would by- 
pass the registration provisions. The general counsel of the Securities 
and Exchange Commission stated in 1935 (Securities Act Release 
No. 285) : 

The purpose of the exemption of nonpublic offerings would appear to have 
been to make registration unnecessary in those relatively few cases where an 
issuer desires to consummate a transaction or a few transactions and where 
the transaction or transactions are of such nature that the securities in question 
are not likely to come into the hands of the general! public. 

The general counsel of the Securities and Exchange Commission 
at the same time stated : 


I feel that the exemption was intended to be applied chiefly to small offerings. 


It is difficult to reconcile the viewpoint of this opinion with the 
frequency and the volume of unregistered issues of the past several 
years. According to figures of the Securities and Exchange Com- 
mission, at least 5,326 issues of unregistered securities (debt and 
equity) were sold during the period January 1, 1934, to July 1, 1951. 
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Individual unregistered issues have run as high as $300,000,000, and 
the number of buyers at least as high as 53. 

It is our conviction that the tremendous growth in the volume of 
securities bypassing the registration requirements of the Securities 
Act is the result of an evasion of the intent and spirit of the act. 

Mr. Harry A. McDonald, Chairman of the Securities and Exchange 
Commission, expressed himself publicly as follows in November 1951, 
in addressing the annual convention of the Investment Bankers 
Association : 

Now the Commission—and I am speaking for the Commission as Chairman— 
has discussed this; and, while I am not committing the Commission, of course, 
we would be sympathetic if there were to come from the industry a proposal for 
registration of all debt issues, because this is in line with the intent of the 
original act. 


SALES OF UNREGISTERED ISSUES DEPRIVE INSURANCE-POLICY HOLDERS OF 
SECURITIES ACT PROTECTION 


An official of the Securities Exchange Commission stated in 1949 
that— 
it may safely be assumed that in recent years substantially more than 90 percent 
of all privately placed debt securities has been going to insurance companies, 
and all but an insignificant portion of that percentage to life-insurance companies. 

Life-insurance companies in the United States have been under tre- 
mendous pressure in recent years to find outlets for their funds. Their 
assets have had a spectacular growth, as indicated by the following 
figures : 





Assets 
Year end: (billions) 
SS Sedenaedeeipectaiigraneeaiilacasbhieelichgascecenctrenrenenensnvenen delignady dpleendinaithaapibtedtnesnbaadtuescheietsivsacsosientnan $18.9 
Se een rawes SE ES oe St ee eee 23.2 
a ASAP OTN ET EGRET We EE A ae Dae aes Rae Ce We er en ee 30.8 
ea rte ccna ticbealatinlniniabcstacsecaninanenicnents 44.8 
Ee oT SE ae Oe Ee ee Re ey Set ee See eT are ee 64.0 





The table shows that they have increased from about $19 billion in 
1930 to over $68 billion in 1951. From the above, it is obvious why life- 
insurance companies have become such a dominant factor as investing 
institutions and as depositaries for funds of the public. 

Insurance companies and other professional buyers usually have 
analysts who study the securities they are considering buying, privately 
or publicly. Some of these buyers have extensive facilities for the pur- 
pose ; others do not. 

In the course of time, many professional buyers have participated in 
Ss of unregistered issues. An official of one of the largest 

uyers of private loans (Metropolitan Life Insurance Co.) stated in 
1949 “there are a large number [of private placements] done by the 
smaller life-insurance companies.” hile figures on the subject are 
not available, the intimation was that the number might be something 
under 100 life-insurance companies. 

Under the present system of marketing unregistered issues, the data 
called for do not go beyond what the individual buyers happen to con- 
sider necessary in each particular instance. There is no assurance that 
the disclosures made by the issuers always meet the high and uniform 
standards of the Securities Act. There is no assurance that certain 
buyers will not relax their individual requirements as to information 
when negotiating such purchases that seem attractive if the issuers 
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in question are reluctant to make more than a bare minimum of 
disclosures. 

To suggest that the investigations made by insurance-company 
analysts and others are a proper substitute for the registration provi- 
sions of the Securities Act is to confuse the proper functions of the two. 
The proper function of the buyer’s analyst is to determine whether the 
security in question meets the investment standards of his particular 
company. He passes on the merits of the issue. The proper function 
of the registration provisions of the Securities Act is to provide for 
the public disclosure of comprehensive and accurate information on 
a uniform and prescribed basis as a matter of public policy. The 
Securities and Exchange Commission does not pass on the merits of 
the issue being offered. 

A double standard with respect to the protection of investors has 
developed. The effect of the Securities Act has been to afford essential 
protection to investors in issues registered under the act but to leave 
unprotected the investors in unregistered issues of comparable size, 
importance, and public interest. 

The 83,000,000 holders of policies in legal-reserve life-insurance 
companies in the United States at the end of 1950 are a very large 
and important segment of the public. It was never the intent of 
Congress that the investing of the enormous volume of savings of 
these citizens should be based on the individual-disclosure standards 
set up by each life-insurance company. Independent yardsticks 
should not be tolerated as a substitute for the protection afforded by 
the registration provisions of the Securities Act. 


COUNTLESS INVESTORS ARE BEING DEPRIVED OF THEIR FAIR SHARE OF 
DESIRABLE ISSUES 


The larger life-insurance companies have absorbed by far the greater 
part of the unregistered securities sold. This has aggravated a prob- 
lem that countless other investors have had in recent years in finding 
desirable issues in which to place their funds. 

There were 609 legal-reserve life-insurance companies in the United 
States in 1949. If as many as 100 of these companies have partici- 
pated in purchases of unregistered issues, at one time or another, as 
estimated above, then there were 509 companies that were being de- 
prived of their fair share of a large number of desirable issues. rile 
more companies are probably participating now than in 1949, the 
nonparticipants are still victims of discrimination. 

On December 31, 1950, the National Association of Mutual Savings 
Banks had a membership of over 500 banks, with combined resources 
of approximately $221 billions and with over 1914 million accounts 
(depositors). While some savings banks now participate in purchas- 
ing unregistered issues, the majority are being shut out. 

The exact number of pension funds and beneficiaries covered and 
their total assets are unknown quantities. A great many corporations, 
municipalities, and States have set up pension plans for their em- 
ployees, with the funds invested, for the most part, in debt securities. 
The pension field is growing by leaps and bounds. The finding of 
suitable investment media for such capital aggregations is a major 
problem and will be more so in the future. To a large extent the 
pension funds administered by corporations, States, and municipali- 
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ties, or by banks and trust companies selected for the purpose, are 
now being shut out of the directly placed unregistered issues. Cer- 
tainly this is true at least in the case of the pension funds other than 
the largest ones. 

Others that have suffered from this device of private placements of 
registered issues are trust funds, religious and educational institutions, 
fraternal orders, and a host of other buyers of investment-grade secu- 
rities. The plight of such investors is well summarized in the fol- 
lowing statement from the 1948 annual report of the Home Friendly 
Life Insurance Co. [reading] : 

Your company has investments in every State of the Union, principally through 
public-utility (electric and gas and telephone) bonds and bridge- and road- 
revenue bonds. There is a considerable disappointment in our inability to 
acquire a large number of industrial securities, securities of essential and 
seasoned industries being among the safest of institutional investments. How- 
ever, there were but a few of such public offerings of acceptable quality due to 
the fact that a large proportion of industrial securities were placed privately 
with large insurance institutions. It is understood that in some instances an 
entire issue was absorbed by an insurance company. 

It is against public policy to assist the present private-placement 
device in depriving so many buyers of a chance to compete with the 
larger insurance companies, on a more nearly equal basis, for outlets 
for their funds. This unwarranted discrimination would in a certain 
measure be eliminated if these issues were put through the registra- 
tion process. In this event, many more of the new issues would be 
offered publicly, since the evasion of registration would no longer exist 
as an incentive. In any event, the new issues could then be offered 
legally to more than the present limited number of prospective buyers. 
The resulting improvement would be in the public interest. 


SALES OF UNREGISTERED ISSUES CREATE PROBLEMS FOR PUBLIC REGULATORY 
BODIES 


The rising tide of private placements of unregistered issues has 
aroused the concern of legislative and regulatory bodies. In January 
1949, the New York Joint Legislative Committee on Insurance Rates 
and Regulations announced that there would be a discussion before 
that body at Albany of certain proposed curbs on the private place- 
ment of loans with large insurance companies. One of the problems 
mentioned in this connection was the valuation of such loans by the 
State insurance Hr sete sean When an entire issue is placed with one 
or a limited number of institutional investors, those securties are 
not rated by the investment services and are not traded in the open 
market. This deprives the evaluating officials of the benefits of these 
independent indices of the value of corporate credits. 

Private sales of unregistered issues pose a problem for regulatory 
bodies in the case of regulated issuers, such as public-utility com- 

anies. In most instances, such companies must obtain permission 
bom a Federal or State commission before they may issue securities. 
Price and other terms are, of course, important considerations. They 
may eventually become a factor in the establishment of rates to be 
paid by the consuming public. In approving the issuance and sale of 
securities by the private-placement route the regulatory commissions 
are handicapped. In such cases, there is less evidence as to the ade- 
quacy of price than ‘n the case of registered public offerings. 
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DISCRIMINATION RESULTS IN UNFAIR COMPETITION 


Private sales of unregistered issues result in unfair competition 
between the two principal methods of selling securities. The public 
offering of registered issues naturally involves the effort and expense 
of registration in order to meet the high standards established under 
the Securities Act. The private-placement method under the present 
law is greatly encouraged by the waiving of the registration process. 

Under the present system, some sales of unregistered issues are 
made with the aid and some made without the aid of investment 
bankers. If such issues were put through the registration process, 
issuers could still elect to use or not use the services of bankers, as 
they saw fit. 

If there is a real economic justification for private placements, that 
method should be able to compete on an equal basis with the public 
offering method. Issues under both forms of sale should be subject 
to the registration provisions of the Securities Act. Discrimination 
against the public offering of registered issues should, in the public 
interest, be stopped. 


THE PUBLIC SHOULD NOT LOSE THE IMPROVEMENTS IN CORPORATE MAN- 
AGEMENT AND PRACTICE THAT WERE BROUGHT ABOUT BY THE SECURITIES 
ACT 


An important advantage of the Securities Act to the public has 
been the thorough examination which the directors and officers must 
make into their own affairs in order to comply with the disclosure 
requirements of the law. In this way, the Securities Act has brought 
about many improvements in corporate management and practice. 
Among other things, the accounting standards of the Securities and 
Exchange Commission have been high. Managements realize that 
many of their transactions and much of their business procedure will 
be brought out into broad daylight through the registration process. 
Some modern managements Seommhs up in the era of the securities 
act have a new conception of their responsibilities to stockholders 
and the public. 

Undoubtedly there is a desire, in some instances, to avoid the lia- 
bilities that the act imposes on the issuer and its directors and prin- 
cipal officers for untrue or misleading or incomplete statements in 
a registration statement. 

While a tendency in this direction is understandable, the fact re- 
mains that Congress intended that the disclosures should be made 
and the liabilities imposed. 

Unless issues that are placed privately are registered, the public 
will continue to lose some of the very real benefits that followed the 
adoption of the Securities Act. It is, therefore, in the public inter- 
est for Congress to change the Securities Act so as to provide for 
the registration of issues that are placed privately, as is now done 
in the case of public offerings. 


THE RESALE OF UNREGISTERED ISSUES TO THE GENERAL PUBLIC 


A loophole in_the law that has not received much attention to date 
is the one that allows securities to be sold privately, without registra- 
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tion, in the first instance and resold later to the general public, again 
without registration. ‘ 

Transactions of this nature have taken place. This is a matter 
which can become very important in time. <A stop should be put to 
any pe 7 a which allows unregistered securities to pass into the 
hands of the general public. 


REGISTRATION IS WORKABLE AND NOT UNDULY COSTLY OR BURDENSOME 


Predictions to the contrary notwithstanding, the act has not para- 
lyzed the essential process of issuing and selling securities. Suite 
the reverse. The act has been found workable. No fair-minded in- 
formed person will deny that the act has proven to be a constructive 
piece of legislation. 

It is true that offerings of registered issues generally call for more 
time and effort than are required in the case of private placements 
of unregistered issues. However, lawyers and accountants have re- 
quired a facility in Securities Act registrations, resulting in consider- 
ably more expeditious and economical handling than was originally 
the case. 

The increase in cost attributable to registration is a reasonable 
charge for the protection afforded investors. It is not a material 
factor in the great bulk of capital flotations. 

In February 1951, the Securities and Exchange Commission re- 
leased its Cost of Flotation study covering the 5-year period 1945-49. 

This study showed that on over $9 billion of debt financing during 
that time the — not affected by registration averaged 26 cents 
per $100 bond; the expenses partly affected by registration averaged 
30 cents per $100 bond, and the expense entirely attributable to regis- 
tration averaged 1 cent per $100 bond. 

In other words, expenses partly or wholly chargeable to the regis- 
tration process averaged thirty-one one hundredths of 1 percent of the 
principal amount of the bonds. 


II 


There are also considerations from the standpoint of the issuers of 
securities that should deter them from use of private sales even though 
that may seem at times to be the line of least resistance. 

Corporate managements should consider carefully the best interest 
of their stockholders, long-term as well as immediate, before making 
private sales of their securities. 

This applies particularly to corporations which are vested with a 
public interest through wide ownership of stock or by virtue of the 
nature of their business. 


THE ADEQUACY OF PRICE RECEIVED BY THE ISSUER IS FREQUENTLY OPEN TO 
QUESTION 


The buyers of unregistered securities are likely to be experienced 
bargainers. Quite naturally, many of them will seek to take advantage 
of the fact that the issuers are depriving themselves of access to broader 
markets for their securities. 

The buyers are anxious to make the best trades they can for their 
respective institutions. 
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It is impossible to generalize accurately on the subject of how much 
price advantage the buyer receives (and the seller gives) on private as 
against public offerings. 

An official of one of the largest buyers (Metropolitan Life Insurance 
Co.) of unregistered securities admits that the savings in expense to 
the borrower (registration and issue costs, as well as underwriting 
and distribution costs) “might normally be expected to be split between 
the borrower and the lender.” 

The November 1949 Monthly Review of the Federal Reserve Bank of 
Boston states: 

A better return is generally obtained from private issues than from market 


issues of the same credit rating. The differential rate is generally described as 
being about one-fourth of 1 percent above the rate on comparable market issues. 


Frankly, we do not know what the average differential in price or 
rate might prove to be if statistics could be prepared. 
In some instances, judging by the results, the price advantage to the 
buyer seems to be “all that the traffic will bear.” 
ust a few case histories are presented here. 


1. Public Service Electric € Gas Corp. (New Jersey) 

(a) Rejected offer for private placement of $15,000,000 30-year bonds at price 
of 100 for 3’s. 

(b) Accepted bid for public offering of similar issue, bid price being 103.5597 


for 3’s. 
(c) Estimated saving to company on public offering over life of issue: Basic 


book method, $758,580. 


2. Brooklyn Union Gas Co. (New York) 

(a) Rejected offer for private placement of $30,000,000 25-year bonds at price 
of 101 for 3%4’s and rejected accompanying offer for public sale of $12,000,000 
25-year debentures at price of 101 for 414’s and rejected arrangement for financial 
adviser’s fee of $100,000. 

(b) Accepted bid for public offering of similar issue of bonds, bid price being 
101.10 for 344’s and accepted separate bid for public offering of similar issue of 
debentures, bid price being 101.0796 for 4’s, with financial adviser’s fee 0. 

(c) Estimated saving to company on public offering over life of issues: Basis 
book method, $2,682,56 
8. The Pacific Telephone & Telegraph Co. (California) 


(a) Rejected offer for private placement of $75,000,000 30-year debentures at 


price of 100 for 2%4’s. 
(b) Accepted bid for public offering of the same amount of 40-year debentures, 


less salable maturity than 30 years, bid price being 102.15 for 234’s. 

(c) Estimated saving to company on public offering over life of issue: Basis 
book method, $2,633,000. 
4. Duke Power Co. (North Carolina) 

(a) Rejected offer for private placement of $40,000,000 30-year bonds at price 


of 101.467314 for 314’s. 
(b) Accepted bid for public offering of similar issue, bid price being 100.803 


for 2%’s. 

(c) Estimated saving to company on public offering on life of issue: Basis 
book method, $2,504,700. 

Tf an issuer selects the private method, there can be a price advantage 
to such issuer if the issue is registered. Registration would allow the 
issuer to offer the securities to more than a limited number of prospec- 
tive buyers, as presently permitted. Access, in this way, to a broader 
market would improve the price received by the issuer. 

The managements of corporations are derelict in their duty to their 
Haga, if they fail to sell their securities on the best terms avail- 
able. 
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Unless new issues are subject to the price test of a public market, 
the adequacy of the price and other terms received is frequently sub- 
ject to question. 


THE ISSUER USING THE NONPUBLIC PLACEMENT METHOD DEPRIVES ITSELF 
OF THE BENEFITS OF AN OPEN MARKET FOR ITS SECURITIES 


The issuer using this method forfeits the possibility of later acquir- 
ing its securities for sinking fund or other purposes at substantial 
savings. If an issue is distributed in part outside of the large insur- 
ance companies, and if it has a quoted market, the issuer has a better 
chance of buying some of its bonds back at a saving at some time dur- 
ing the life of the issue. 

Experience has proven this to be a fact. Interest rates and other 
economic factors can change during the life of an issue. 

Ample evidence of this fact is demonstrated by the number of 
investment quality bonds which have been quoted at substantial dis- 
counts since March of this year. 

There have been innumerable instances of corporations retiring 
debt through the purchase of publicly distributed issues at prices that 
have resulted in very substantial savings to the borrowers. To cite 
only two examples: 


| | 
Cities Service Co. 5 percent| Eastern Gas & Fuel Asso- 























debentures ciates 4’s due 1956 
Year a al } ' : 
-rincip: rte Ss -rincipal | , 
amount |™ = o— amount | oe 
retired g retired | 
F 
6544- 88 | $2, 935, 000 | 7434-8814 
77 -% 3, 859, 000 | 77 -90% 
6914- 89 2, 324, 000 | 77 -86% 
83-101 3, 355, 000 79 -93% 
6544-101 | 12, 473, 000 | 74%-9314 





Had these issues not been sold publicly it is virtually certain that 
all the securities retired would have been acquired by the issuers at 
prices at least equal to the sinking fund call prices. 

These are always 100 percent or higher. Costs of registration pale 
into insignificance when compared with savings such as those indicated 
above. Why should management pass up such an opportunity ? 





THE SIMPLICITY AND ECONOMY OF PRIVATE OFFERINGS HAVE BEEN 
OVERSTATED 


Much of the time, effort, and expense of public offerings applies also 
to unregistered sales. The difference between the two methods is not 
too great, the average being around 0.31 percent of the principal 
amount. 

Unregistered, as well as public offerings, require the services of 
counsel for the issuer, and generally counsel for the purchasers also. 
Ze services of investment bankers are also included in many private 
sales. 

In private, as in public offerings, time must be spent in preparing a 
resentation of the facts and in soliciting the interest of prospective 
uyers. 

23578—52—pt. 2——-2 
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Negotiations are then entered into, and a loan agreement drafted. 
This may be a long and highly technical document, when finally ap- 
proved by all ss It may well include a provision for the future 
registration of the issue under the Securities Act should the buyer so 
request. It may even contain provisions that put the buyers in prac- 
tical control over the future financing of the borrower. 

A public offering mm require a somewhat longer time schedule than 
a private sale. The difference in time, in many cases, is not likely to be 
important. Well-managed corporations generally anticipate their 
financial requirements well enough ahead to allow time for the reg- 
istration process. Lawyers and accountants have acquired a facility 
in Securities Act registrations resulting in more expeditious and 
economical handling than was originally the case. 


CONCLUSION 


If the principal reason for the sale of unregistered issues is avoidance 
of the effort and expense of registering the securities, or the evasion 
of directors’ and officers’ liabilities, it is obviously not in the public 
interest to allow the present situation to continue unchanged. 

There should be the same Securities Act protection of the funds of 
the life-insurance-policy holders when invested through private place- 
ments as when invested in publicly offered securities. 

If the pressure of funds in the hands of the larger insurance com- 
anies is so great that these companies must continue to absorb such a 
arge part of the new debt securities sold each year, let those companies 

compete on an equal basis with the smaller companies and the many 
other buyers. The present discrimination should be ended. 

If there is a real economic justification for private placements, that 
method and the public-offering method should be ona truly compet tive 
basis, with the governing consideration being the advantages which 
each can supply to the issuer. 

rj discrimination against the public-offering method should be 
ended. 

Circumstances have changed since the act was passed in 1933. Pri- 
vate placements of corporate securities, as we know the practice today, 
were relatively unknown at that time. 

Congress intended at that time to provide the investing public with 
very broad protection and to bring shout certain reforms in corporate 
management and practice. 

Section 4 (1) of the act has become a much-used loophole. The 
loophole should be closed. An amendment to that effect would put 
an end to the tendency on the part of corporate management to select 
a method for selling securities that is fundamentally at variance with 
established public policy. 

Finally, what is proposed is a moderate and overdue extension of 
provisions which are at the heart of the Securities Act, provisions 
which are essentially informational, which have operated successfully, 
and with which there can be no quarrel in principle. 

It is an extension which is badly ‘tied and which could be easily 
effected. 

Mr. Hetter. Are you through? 

Mr. Parton. Yes, sir. 
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Mr. Hetzer. I would like to say to you, Mr. Patton, that this com- 
mittee appreciates the manner in which you proceeded; and I should 
also like to say for the information of those who may follow, that it 
would save considerable time if the statements which have been sub- 
mitted could be briefed. Many of the arguments, whether pro or con, 
are repetitious. So, may I ask those witnesses who will appear before 
us to try to be as brief as possible. 

Are there any questions? 

Mr. Patton, you are connected with Halsey, Stuart & Co. ? 

Mr. Patron. I am, sir. 

Mr. Hetrer. And what is their business? 

Mr. Patron. Well, we are one of the large underwriters and dis- 
tributors of corporate bonds, notes, and debentures, and municipal 
obligations as well. 

r. Hetier. Known as investment bankers? 

Mr. Patron. Investment bankers; yes. 

Mr. Hetier. You said that you were counsel for the company? 

Mr. Patron. I am a lawyer with them; yes. I have been with the 
firm for 32 years—all angles of the business. 

Mr. Heuer. Now, Mr. Patton, have private placements been harm- 
ful to your firm ? 

Mr. Patron. Well, private placements have had their injurious 
affect on the investment-banking business generally, because there is 
no doubt that the large increase in the amount of private placements 
has deprived the investment-banking industry of a large part of its 
business; and that affects, of course, investment houses Nation-wide 
and distributors all over the country. Some investment bankers par- 
ticipate to a certain extent in acting as agents in the placement of chen 
private issues. 

Mr. Heuer. Has your firm so participated ? 

Mr. Parron. Toa very negligible extent, and I think generally most 
of the investment bankers do not participate to any considerable 
extent in that practice. There are very few that do much of the 
business in private placements. 

Mr. Bennetr. Mr. Chairman? 

Mr. Hetter. Mr. Bennett. 

Mr. Bennetr. Mr. Patton, do you believe that Congress has the 
right to enact legislation to require a private firm to sell its securities 
publicly whether it wants to or not? 

Mr. Patron. Whether it has the power to require an issuer to sell 
its securities to the public, whether it wants to or not? 

Mr. Bennett. Yes. 

Mr. Patron. I do not think so. No; I do not think so. 

I do not want to discuss the powers; but I do not think it should 
do so, anyway. 

I think an issuer should be free to sell its securities by any method 
that it desired, whether private placement or public sales, or any way 
that it wants to. 

Mr. Bennett. As I understood your testimony, you are arguing that 
all securities, whether financed for private placement or not, should 
be subject to the registration process. 

Mr. Patron. That is right; that is my point, and then make a pri- 
vate placement, or they may make a public offering of them after 
they have been registered. 











970 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


Mr. Bennett. Now, that is merely requiring registration. How 
would that help to bring about a aids deoecateatien of securities 
that you are talking about ? 

Mr. Parron. Well, of course, if issues were registered, we feel 
there would be many more of them offered publicly, because once 
they have gone through the registration process, then the issuer would 
be in a better position to consider which is the most advantageous way 
of selling its securities. If he has them registered, then he can say, 
“Well, I can either make a private placement or sell them publicly.” 

Mr. Bennett. He has that advantage now; does he not? 

Mr. Parron. No; at the present time, there is a premium on the pri- 
vate placement. It is not competing with the public offering. By the 
private placement, you see, he does not have to go through registration. 

Mr. Bennett. He does not have to; but if he sees any advantage in 
doing so, he may do so. 

Mr. Parron. That is true, surely; but the figures indicate that, from 
that amount, they just do not register; about 60 percent of the issues 
brought out are not registered, and they are exempt, on the theory 
that they are not sold to the public; that they do not involve the pub- 
lic; and a very important, I think, consideration to that exemption is 
as to whether or not some 80 million policyholders represent any part 
of the public. 

Mr. annem. What I am trying to find out is what kind of legis- 
lation would you suggest that would improve the situation? Do you 
believe, by merely requiring registration of all securities, that that 
would of itself force companies who do not want to sell their securities 
to the public todo so? If that is not the case, then what good would 
the registration requirement be? 

Mr. Patron. Well, whether the scurities were sold to the public or 
privately, the registration would still be helpful, because you have 
got——— 

Mr. Bennetr. Helpful to whom? 

Mr. Patron. To the public generally; and, of course, as I said, if 
they were registered, there would be much freer competition between 
oat route as against a private-placement route. 

r. Bennett. The issuer could, after registration, sell his securi- 
ties for private placement. 

Mr. Patron. Yes, sir. 

Mr. Bennett. Your contention is that, if he is required to register 
his securities, there would be more protection to the stockholders or 
the policyholders and, therefore, to the public than there otherwise 
would be? 

Mr. Parron. That is right. 

Mr. Bennett. Is that your argument? 

Mr. Patron. That is right; and I think, of course, some of the 
large insurance companies have large staffs, and they are well pre- 
pared to study and analyze their securities; but that is a very small 
segment of life-insurance companies. 

Mr. Bennett. But, even though the issuers are required to register, 
if they wanted to sell their issues to an insurance company, there 
would not be anything to stop them from doing so. 

De Parron. No; they could still do that. I would not criticize 
that. 
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Mr. Bennerr. What are you gaining from registration? You 
would not necessarily bring about any greater opportunity on the 
part of the investing public to get the particular issues? 

Mr. Patron. If upon registration of these issues they continue to 
go to private placements, why, of course, you would not have any 
benefits to the public buyers; but, on the other hand, when you look 
at what has happened to the railroad bonds, where they have sold 
over $7 billion worth of railroad bonds in the period which I men- 
tioned there, there is no requirement for registration; there is no 
exemption. 

So, that is just a kind of election as to whether you want to make 
a public offering or make a private placement; and, out of the $7 
billion, less than $300 million, or something like four-tenths of 1 per- 
cent, was not publicly offered 

Mr. Bennett. Well, do you think 

Mr. Patron (continuing). The management preferred the public 
offering, when all things were equal. The issuers do. That is my 
own feeling, based upon observation of it, and it seems that the real 
difficulty is that the two methods of distribution do not compete on an 
equal basis. 

Mr. Bennett. That is all, Mr. Chairman. 

Mr. Scorr. Mr. Chairman. 

Mr. Heuer. Mr. Scott. 

Mr. Scorr. Mr. Patton, what proportion of your public offering of 
debt securities do you generally alocate to institutions or insurance 
companies; that is, where you are a syndicate manager or under- 
writer ? 

Mr. Patron. Well, that varies. It depends upon a lot of factors 
when the public offering is made. It depends upon the size of an 
issue. If it is a small issue, probably we would not set aside any 
bonds for institutions—first come, first served—but, if it is a large 
issue, with a lot of underwriters in the group, it is common practice 
to set aside 40 percent for institutions and dealers; sometimes 50 per- 
cent. So, there is no fixed percentage. It varies on issue to issue as 
conditions differ, but it runs around 40 to 50 percent reserved to insti- 
tutions and dealers. 

Mr. Scorr. Would not a large amount of it wind up in institutions 
anyway!’ That is what I am getting at. 

Mr. Parron. No; it would not. It is not necessarily so if others 
step up and buy them. Usually it is the first come, the first served in 
the offering. 

Mr. Scorr. Then, if that is going to happen anyway, what is the 
advantage, or what protection is there to the public, in proceeding with 
the amendment which you offer? What does the public get out of the 
proposed amendment? 

Mr. Patron. Well, there is a minimum 60 percent of the issue—of 
course, it varies. A certain percentage of it is offered by the under- 
writers to the public directly. But, with a minimum of, say, 60 per- 
cent reserve for general distribution—and the maximum runs from 
40 percent to 50 percent, and that is only reserved temporarily by the 
manager of the account in order to facilitate the handling of the 
business. Any insurance company or any buyer can come in and buy 
those bonds. They are not just held and put away for the insurance 
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companies; but they are set aside for the manager to handle in case he- 
has any insurance-company business. 

Mr. Scorr. I am not objecting to it. It is perfectly proper and de- 
sirable for the underwriters to secure underwriting fees and as much 
of the business as possible. 

But, aside from the fact that the underwriter could secure a greater 
amount of fees, from closing this loophole—that is an advantage to 
the underwriters—but, what is the advantage to the public? 

Mr. Patron. The advantage to the public is to get a public offering 
of the securities and the entire public can buy them. They are publicly 
— not one or two institutions, but the entire public may purchase 
them. 

Mr. Bennett. Will the gentleman yield ? 

Mr. Scort. I will yield to Mr. Bennett. 

Mr. Bennett. I do not follow your reasoning that the public would 
have any greater rights. I am talking about the rights now, whether 
you require registration or not. I understood you to make that reply 
to Mr. Scott’s last question. 

Mr. Patron. Well, I say on the public offering, of course, the public 
has an opportunity of buying the issue ahead of the insurance com- 
pany, if their orders come in. Frequently the insurance company’s 
orders come in too late and the issues are distributed broadly before 
they buy any. 

Mr. Bennetr. Are you assuming, if all securities were subject to 
the registration provisions of the act, that that would automatically 
put a greater percentage of securities up for public sale? 

Mr. Patron. That is correct. That is exactly my position. 

Mr. Bennetr. Why do you say that? 

Mr. Patron. Well, for the reason that the exemption has changed 
the public-offering method, so that most of the issues are not offered 
Hemet because of the exemption provided; since the exemption has 

en provided. 

Mr. Bennetr. You would not want the Congress to require the 
issuer to offer his securities publicly ? 

Mr. Patron. No; but we think that the issuers should be required 
to register their issues, their debt securities, whether they are publicly 
offered or sold privately. 

Mr. Haru. You are hoping, however, that they will be compelled 
to register and by reason of that that they will be publicly offered ; is 
that right, sir? Is that what you have in mind? 

Mr. Patron. There would be many more of them offered publicly 
if they registered. Some would still be sold privately. 

Mr. Hatz. Even though you would require them to offer publicly ? 
You would like to have us do something which would bring about that; 
is that the situation ? 

Mr. Patron. Well, it would tend to bring that about, and it would 
put them on a real competitive basis, the two methods on a fair and 
equitable and competitive basis and there would be a real advantage 
in public offering, because you have the Securities Act with its regis- 
tration provisions, and you have the other provisions of the Securities 
Act, and those are certain disadvantages that tempt the issuers to 
say, “Oh, well, let us make a private deal with somebody and we do not 
have any liabilities at all that the act requires,” and yet when they 
make those private deals, they make them with insurance companies 
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with thousands of policyholders, and there is supposed to be no public 
interest involved, but certainly the public interest is in that segment. 

Mr. Hetter. Mr. Hall, will you yield for a question ? 

Mr. Hat. Yes. 

Mr. Hetter. Following up the inquiry which Congressman Hall 
just started, may I ask this question: assuming that we have registra- 
tion as a first instance, would you then object to private placement 
thereafter ? 

Mr. Patron. No, of course not; not if they are registered. If you 
have them registered, then they compete on the same basis. Then, 
the issuer can either make a private placement or a private offering. 
But, he can do better usually by public offering than he can by a 
— placement, and the chances are that there would be a public 
offering. 

Some of the insurance companies have claimed recently—one of the 
large ones—that they have been able to obtain higher returns from 
their private placements than they can from public offerings of secur- 
ities they buy. 

Mr. = Mi Do you believe that under your proposal there would 
be a lessening of these private placements? 

Mr. Parron. Oh, yes; I do. I think that there will be a consider- 
able lessening if they were registered, if the issuers were registered, 
because of the incentive of the private placement would be largely 
removed. 

Mr. Scorr. Mr. Chairman. 

Mr. Hetter. Mr. Scott. 

Mr. Scorr. Is it not your "tm seem as to the reason why you want 
them registered, that that would open them up to perfectly legitimate 
solicitation by underwriters for the purpose of competing bids? In 
other words, if they were registered, then you would know what was 
going on. 

Mr. Patton. That is right. 

Mr. Scotrr. You want to get at it so you can make a competitive offer, 
and an effort to get the business ? ; 

Mr. Parton. That is a part of it; yes. 

Mr. Scorr. That is perfectly proper. 

Mr. Patron. I assume it is, surely. 

Mr. Haut. Mr. Chairman, may I ask a question ? 

Mr. Hetter. Mr. Hall. 

Mr. Hatt. Mr. Patton, let us assume that you had registration. I 
am wondering whether this would follow—I am asking for informa- 
tion—do you think it would follow if you had registration that per- 
haps you would have stockholders or policyholders of insurance com- 
panies bringing suits then to stop private placements on the idea that 
maybe they could do better if they sold the issue at public sale? 

Mr. Patron. I do not think so. 

Mr. Hatt. Do you have anything like that on your mind? 

Mr. Patron. No. 

Mr. Hatz. Do you think any situation would come about which: 
would force public sales? 

Mr. Parron. No. 

Mr. Haru. Do you think that situation might arise ? 

Mr. Patron. No; I do not think so, myself. 

Mr. Hatt. Could it arise? 
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Mr. Parron. I suppose it could arise. I am not sure about that. 

But, I assume it could arise ; yes. 

Mr. Hatz. Would it not be possible for stockholders or policyhold- 
ers in insurance companies to come in and start litigation to enjoin 
a private placement by the insurance company on some ground that 
they were paying too much for the bonds, or that they were not 
paying a high enough rate of interest, or something along that line ? 

Mr. Parron. I do not think so; no. I do not think that would hap-. 
pen. I think that the real problem is where these, as I say, these large 
Insurance companies purchase an entire issue of $50 or $75 million, 
and the issue is sold to them, and that the requirements of the Se- 
curities Act do not have to be met, and yet the funds of all of the 
policyholders are involved in that and it seems to me if there is any 
value to the protection of the Securities Act, if that is of value to the 
policyholders of the insurance companies, that those policyholders 
should have that same protection in their investments. 

Mr. Bennert. Mr. Chairman. 

Mr. Hetier. Mr. Bennett. 

Mr. Bennett. Do you believe that under the present system policy- 
holders of insurance companies are being made victims of unwise in- 
vestment purchases simply because the securities they are buying are 
not registered ? ‘ 

Mr. Parton. No, sir; I do not. I do not think they are. 

Mr. Bennett. In other words—I am asking for information—is it 
not true that investment counsel for insurance companies, let us say, 
are able to get the same kind of information that would be available 
to it if the security was actually registered. Is that not a fact? 

Mr. Parron. Not necessarily, because the Securities Act prescribes 
the period of the audits, and the time of the audits, and they have to 
meet certain standards which, of course, can all be waived in a private 
negotiation and private placement. 

Mr. Scorr. May I - you, Mr. Patton, is it possible that some 
investment counsel might have the benefit of that information, but 
others might not, bearing in mind that on the board of many life in- 
surance companies, there are gentlemen who are members of invest- 
ment firms. Therefore, it would seem that the information might be 
available to some and not to others? 

Mr. Patron. That is true. 

Mr. Scorr. Now, on the other side of that, can’t much of what you 
have in mind be accomplished by virtue of the presence of investment 
men on the board of directors of the insurance companies? Is it not 
possible for them to make an argument to the life insurance company 
in favor of a competitive bid, as to specific securities, as against private 
placements, so as to persuade them that perhaps not all of their pur- 
chases should be made by private placement; but to give some ad- 
vantage to the investment broker also; or are you behind the eight ball 
anyhow, even if you were on the board of a life insurance company ? 

Mr. Parron. Well, of course, there are a lot of insurance companies 
and it would vary according to the insurance company and the mem- 
bers on the board. 

Mr. Scorr. And the persuasiveness of the director? 

Mr. Patron. That is right. 

Of course another point that I mentioned when I gave my state- 
ment was that issuers have an opportunity to retire their debt through 
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sinking funds, when they have had their securities sold by public 
offering. 

Now, that is something that gives an issuer a big incentive to make 
a public offering. 

We have seen how hardly ever during the life of a bond do interest 
rates remain static. You get ups and downs, and when interest rates 
change, the market price of securities vary and issuers are able to re- 
purchase their bonds at cash savings, and that is a big incentive too 
for issuers when their bonds are publicly distributed, to buy in for 
the sinking fund, and retire them at an advantage. 

Mr. Bennerr. Speaking again of life insurance companies, do you 
believe that policyholders of life insurance companies would get bet- 
ter quality investments if they were required to buy only those that 
were subject to registration ? 

Mr. Patron. Well, I do not know as it would necessarily change 
the quality or give them a better quality, because they get pretty good 
quality investment now. The large companies get the pick and the 
cream of them. That is what so many of the smaller buyers complain 
about, that they do not get the quality that the larger companies get. 

Mr. Bennetr. Then really it is not a question of protecting them 
as to the quality of the investment, but it is the question of getting a 
wider distribution or a wider opportunity for the purchase : of these 
securities; is that not about what it is? 

Mr. Parron. Well, if there are certain standards of disclosure 
which are supposed to meet our public policy as required by the 
Securities Act, if that disclosure is required, why, if it is of any value 
at all, there is no reason why it should not also be required on the 
quality issues and the large issues placed with insurance companies; 
that is, the private placements. They should meet the same standards 
of disclosure which the other issuers meet that are publicly offered. 

Mr. Bennett. The same sources of information are available to 
either one; are they not ? 

Mr. Parron. Yes. 

Mr. Bennett. In other words, if you are an investment counselor 
for the insurance company, and you are dealing with private place- 
ment, on a private A AB matter, all of the information with 
respect to that security is available to you on the same basis as it would 
be available if the company were required to register with the SEC. 
Is that not true ? 

Mr. Patron. Not necessarily; no; because they can short-cut a lot 
of those requirements of the Securities Act and deal directly; they 
short-cut them. They do not have to furnish the same story that they 
do under the Securities Act; just enough information that is satis- 
factory to the buyer. 

Mr. Bennett. In that case, even if you registered them when it all 
boils down, the investment counselor for a firm that is buying an 
issue, does not necessarily make up his mind on what he sees on the 
registration statement, does he? 

Mr. Parron. No; but it is the basis of his judgment. The facts 
and figures disclosed is a basis for his judgment. 

Mr. Bennett. And similarly he may require, if he wants to, from 
the issuer of the security the same kind and type of information that 
would be required in a registration statement. 

Mr. Parron. Oh, he could do it. 
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Mr. Bennerr. What I am trying to find out is what Congress 
could do here that would get at the problem that you stress in your 
statement of seeing to it that the policyholders and stockholders of 
on who buy these issues, get better protection than they are 
gettin ay. 
oer. seine. Well, as I say, there are a lot of evils that have become 
apparent through this exemption and through private placements, 
and that is the large proportion of quality issues that go into the 
hands of a few buyers; and 80 percent, we will say, out of 600 in- 
surance companies, 150 of them are getting them through private 
placements, and you have got 80 percent of the insurance companies 
to whom those quality private placements are not available, and 
therefore you are getting this tremendous growth in the amount of 
issues which are not registered under the Securities Act. 

Mr. Hauu. Mr. Chairman. 

Mr. Hetzer. Mr. Hall. 

Mr. Hatt. Why do you call that an evil? 

Mr. Patron. Because I think that 80 percent of the insurance com- 
panies in this country should have some protection in having invest- 
ments available to them and being able to compete in this field for 
investments more directly. They cannot compete. 

Mr. Bennetr. You said that you could not expect to force an is- 
suer to offer his securities publicly. 

Mr. Parron. No; I say that Congress should not force it; but I 
say if the issues were registered a large number of those issues would 
de available for general investment, for public offering and the ten- 
dency would be to sidetrack private placements of most issues. 

Mr. Bennett. You would hope? 

Mr. Patron. That is my feeling, and that is our feeling in the 
matter and the growth of this custom of exemption would indicate, 
without the exemption, you might get more normal distribution of the 
quality issues. 

Mr. Bennett. But, the public itself would not necessarily have 
any greater protection under your suggestion than they have now; 
is that not true? 

Mr. Parron. No, I think that, at the present time, I think that the 
‘volume of issues which are privately placed, that we are talking 
about, without vegistration, we just do not know what is going to 
happen to all those situations and we just do not know what may take 
place. You just do not know. You know that they do not have to 
meet the requirements of the Securities Act, but it is merely a ques- 
tion of negotiation between the buyer, the insurance company, and 
the seller. He can take whatever statements, or audits, or figures he 
wants to. That is, in the private negotiations. But, as we know if 
they want to meet the requirements of the Securities Act, that they 
meet a high standard. 

Mr. Bennett. Well, when Congress legislated originally in this 
field of securities, as I understand it, it was primarily with the idea of 
protecting the investor. 

Mr. Parron. That is right. 

Mr. Bennett. Protecting the public. 

Mr. Parron. That is right. 
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Mr. Bennett. Now, I still am not clear as to just what we could 
do here, by requiring registration, in the way of giving the investing 
public greater protection than they have now. 

Mr. Parron. Well, I do not think—and as I say, the counsel for 
the Securities and Exchange Commission in his opinion on it, said 
that it was never anticipated that the exemption from registration, 
the exemption of those issues which were not publicly offered from 
registration, would mean these huge sales to insurance companies and 
on such a large basis. It was supposed to be the intent of Congress, 
as I understand it, to more or less exempt smaller transactions be- 
tween individuals in which the public was not concerned. Where 
yes public was concerned they set up the requirements of the Securities 

ct. 

Now, under that exemption which was to provide freedom of action 
where the public was not concerned, we have seen that the private 
placements with the large insurance companies has become very much: 
tied in with the general public, because those investments, as I say, 
are made for, not for individuals doing business between each other, 
but they are made in a trustee relationship. 

As I have said, some 80 million policyholders of insurance companies 
come under that, and so it is not an isolated transaction which Con- 
a exempted as long as it does not involve the public, they do not 

ave to be registered; but certainly we have gone a long way toward 
tying in these placements with public investment and public interests. 

Mr. Hetter. May I ask a question? 

Mr. Bennett. Yes. 

Mr. Hetuer. Would you go so far as to state that the 1933 act, which 
you and I, and all of us know, is a disclosure act, should be changed to 
a regulatory act. Would that be the way to do it ? 

Mr. Patron. No; I do not believe that. I do not feel that is the 
solution. To me it seems that all issues should meet the same dis- 
closure standards, and that will accomplish what I have suggested. 

Mr. MoGuire. Mr. Chairman. 

Mr. Hexier. Mr. McGuire. 

Mr. McGuire. Mr. Patton, I think you said in answer to Mr. Ben- 
nett, that you feel that the insurance companies really get a break on 
this business ? 

Mr. Parton. Yes. 

Mr. McGuire. When you think of all the good it would do, don’t 
you agree with me that it could not happen to a nicer group ¢ 

Mr. Parton. That is right. Well, I think that they deserve a break. 
I would not deny the insurance companies the right to the benefits to 
be derived from private placements. I would not deny them of that 
atall. I think that is to their interests. But, I think that the policy- 
holder should have the protection of a full disclosure of the Securities 
Act. 

Mr. Sraccers. Mr. Chairman. 

Mr. Hetter. Mr. Staggers. 

Mr. Sraccers. Mr. Patton, after reading this statement, and listen- 
ing to your answers, I have come to the conclusion, and I would like to 
sak the question—could the registration of all securities hurt or harm 
any issuer in any way? 
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Mr. Patron. No; it could not. 

Mr. Sraccers. It could not hurt or harm them ? 

Mr. Patron. No; it could not. 

Mr. Sracerrs. Is it your idea the registration might be helpful to 
some groups of people 

Mr. Patron. That is right. 

Mr. Sraccers. And there could be situations in the future that we 
as Congressmen or as individuals do not know about and that by 
requiring them to register, we might be taking care of something that 
might arise in the future to protect the public. 

Mr. Patton. That is right, definitely. 

Mr. Sraccers. Because as I gather from your testimony, you feel 
that none of us know what the future security of the Nation might be 
or of the insurance companies, for that matter ? 

Mr. Patron. That is right. 

* Mr. Sraacers. And if they were registered these issues would be 
open to the public and to regulation by the Securities and Exchange 
Commission ? 

Mr. Patron. That is right. 

Mr. Sraccers. I was just wondering if you feel these private deals 
give an advantage to the large insurance companies. 

Mr. Patton. Well, they have that effect ; yes. 

Mr. Sraccers. Well, would that be tending to create a monopoly 
in the insurance group, getting the better investments ? 

Mr. Patton. Some of the smaller companies make that claim. They 
claim that they do not have the opportunity to buy a lot of these quality 
issues, because they are gobbled up by some of the large companies. 

Mr. Sraccers. That is what I gathered from your testimony. 

Mr. Patron. And the smaller companies are left without that field 
of investment, which would be available to them probably on a much 
larger scale if all issues were registered, because the issuers would 
have a choice. I do not think that the private placement method can 
compete on an equal basis with the public offering method in general. 

Mr. Staccers. They would at least, as I gather from your testimony, 
would be all open to everybody from everywhere. 

Mr. Patron. That is right. 

Mr. Sraacers. Private deals might be made through interlocking 
groups, which — be possible at the present time. 

Mr. Patron. That is right. 

Mr. Staccers. The original Securities Act was passed to protect the 
public; is that not correct ? 

Mr. Patron. That is right. 

Mr. Sraccers. And is it possible if they are required to register it 
might protect the public in the future? 

Mr. Patron. I think that that is correct. 

Mr. Sraccers. I get that from your statement. 

Mr. Patron. That is exactly what I have in mind. 

Mr. Sraacers. There would be more equality of opportunity for all 
to invest in them then. That may be a good thing. 

Mr. Parton. If disclosure in filing is for the purpose of offering 
protection to the public as the Securities Act says, why, that disclosyre 
should be available when or whether it is a private or public offering. 

Mr. Sraccers. What was the original intent of the Securities and 
Exchange Act ? 
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Mr. Parron. It was full disclosure to the public. 

Mr. Sraccers. That is the way I read it. 

And you also stated the fact as to these sinking funds, that if issues 
were registered, that some of them could be retired, which they cannot 
be under the present situation. 

Mr. Patron. That is right; except at the call price, regardless of 
what the market price may be. Bonds may be quoted at 60 in the 
market; or relatively they might be selling at 60, because of a change 
in interest rates, but where they are privately held, they have to take 
them in at the call price. I had a couple of examples in my article 
there. For instance, the Cities Service Co., I show in here, between 
1940 and 1943, they retired $33,454,000 of their bonds at a time when 
they were selling, well, from 101 down to 65, 77, 69. 

ow, they retired $33,000,000 worth of bonds during that period. 
Now, if those bonds had been privately placed, of course, they could 
not have done that. They would have had to retire them at par or the 
call price. 

Mr. Sraccers. That is the way I understand it. 

Mr. Parron. So that there is an incentive for companies to make 
a public offering, because then if there is any change in the market, 
they can buy back their securities at a discount, which they cannot do 
under the present method of private placements. 

Mr. Sraccers. That is what I understand. 

Mr. Hay. You would not say that the public is getting a break 
there, would you ? 

Mr. Parron. What is that? 

Mr. Hatz. You would not say that the public is getting a break 
there. That is the Cities Service. 

Mr. Parron. I would say that that is just the same as last year; 
the public did not get any break when the Government pulled the plug 
on enmeaume bonds; some bonds dropped off 10 or 15 points and we 
had companies give orders right after that to buy bonds at a 10-point 
discount. Our customers—the public did not get any break there—but 
that is due to interest rates fluctuating, and you get that, up and down. 

Mr. Sraccers. I was going to comment on that myself. The public 
would not get a break but perhaps the private company would be able 
to take advantage of the market which would protect the people who 
invested in that company. It would give them that advantage. Of 
course, anybody in the investment game knows that the price of securi- 
ties fluctuates with the fluctuations of the market. 

Mr. Parron. The companies get such a break on those things as to 
induce them to make ns offerings, so that when those conditions 
arise they can profit by them. That is why I say that we would get 
more public offerings if they were on a competitive basis with the 
private placements. 

Mr. Sraacers. To summarize your testimony, as I understand it— 
and I assume that both sides will be discussed very fully before this 
is over—your contention is that the registration could not hurt an 
issuer In any way. 

Mr. Patron. That is right. 

Mr. Sraccers. And that if the issues were on the exchange, that 
that would tend to lessen the idea of monopoly in the big companies? 

Mr. Parron. That is right. 
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Mr. Sraccers. And that at the present time these private deals do 
give preference to large buyers? 

Mr. Parron. Yes. 

Mr. Sraeeers. And that 80 ent of the insurance companies do 
not have a chance at them now pr 

Mr. Parron. That is correct. 

Mr. Sraceers. That is about all I have. 

Mr. Heuer. Can the securities acquired through private place- 
ments by the insurance companies be resold to the public # 

Mr. Parron. That is something which can be done under the present 
law and it is being done to some extent. 

Mr. Hetter. How can they accomplish that? 

Mr. Parron. There are serious questions involved about it, but 
nevertheless it is being done, because it seems as though it is per- 
missible. If an insurance company buys an issue for investment, to 
hold for an investment, there is no particular period that they have 
to hold it. It is exempt. 

If a purchaser buys for investment and not for resale, all that he 
has to do is to have in mind that he is buying that to keep, for invest- 
ment; but after he holds it for a while, some change in conditions 
might prompt him to want to dispose of it or part of his purchase, and 
then the issue itself is exempt, so he can sell that in interstate com- 
merce even though it is an unregistered issue, and that is sold in the 
market, and that is being done to some extent. Maybe it is being done 
to a large extent. Ido not know. But, there is a sort of blessing put 
on that exempt issue that other issues do not have. They have to meet 
the requirements of the act, and yet these private placements can go 
right into interstate commerce without any registration. That is being 

one. 

Mr. Hetxer. Is the public apprised of the fact that these bonds 
were privately placed and are now out in the open market, and have 
not gone through the rigors or registration, so to speak ? 

r. Parron. I do not know. They might not even know it, because 
after they are held a while there would not be any requirement with 
respect to meeting the requirements of the act. They just see the 
issue and buy it. They do not know what has been done. 

Mr. Hetirr. Would that not be a clear violation of the act then? 

Mr. Parron. No; I do not think so. 

Mr. Hetirr. For them to offer bonds to the public which had never 
been registered ¢ 

Mr. Parron. No; I do not think so. No; if they were exempted 
from registration when sold, there is nothing to prevent their resale 
in interstate commerce. That is the general interpretation of it. It 
has not been litigated, but that is the general understanding of it, and 
it has been done, so I do not think there is much question about it. 

Mr. Hetier. Can they make a public offering thereafter? I mean, 
can an insurance company that acquired the bonds by private place- 
ment thereafter make a public offering? 

Mr. Parron. I do not think they would do that; no; not a general 
public offering of the bonds. 

Mr. Heier. Well, how do they dispose of them ? 

Mr. Parton. Well, through brokers. They have brokers sell them 
to other buyers, distribute them to other insurance companies through 
brokers, but they would not make a public offering of them. I think 
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that would be too dangerous, and probably would be a violation of 
the act if they made a public offering of them. 

Mr. Hewier. Have you ever seen that situation ? 

Mr. Patron. No; I have not, Mr. Chairman, where they have made 
a public offering; but I have seen the situation where the private 
buyers have liquidated some of the issues which they bought as 
exempt transactions, exempted. 

Mr. Bennett. Mr. Chairman. 

Mr. Hextter. Mr. Bennett. 

Mr. Bennerr. Of course, then if a buyer at a private placement 
does not have the right to resell it, he would be in an awful fix. 

Mr. Parron. He would be in a bad way, surely. He would be in 
a bad way if he could not resell. But the fact that he does resell puts 
the securities into interstate commerce and trading which have not 
been registered. 

Mr. Bennett. Do you believe that the insurance companies ought 
to be required to register like investment companies; that is, their 
own securities ¢ 

Mr. Patron. No; I donot. I do not have any feeling toward that 
at all, that they should have to register. 

Mr. Bennett. From the standpoint of protecting the public, pro- 
tecting the policyholders, would not the same argument that you are 
making here with respect to the registration of private place- 
ments hold ¢ 

Mr. Patron. I do not think of any. 

Mr. Bennett. Would that not carry over to registration by insur- 
ance companies themselves ¢ 

Mr. Parron. To me I think that the Securities Act fills the bill. 
I do not think it is necessary to suggest that there be registration of 
insurance companies. They are pretty well regulated now. I think 
insurance companies are pretty well regulated now by the various 
States, and I do not think any more is necessary on insurance 
companies. 

r. Hetzer. Mr. Patton, this table indicates—the one I offered in 
the record—that during the = 5 years there has been an increase 
from 42.6 to 58.8 percent in the private placements of bonds. 

Now, how high, in your opinion, can this go during 1952, 1953, or 
1954? 

Mr. Patron. I do not know how high it could go. I suppose the 
sky is the limit. But, it has shown such a remarkably steady increase, 

ou just wonder where it is headed for. I just wonder. I do not 
now where it is going. But, it has been steady and certainly 
approaching 100 percent of being unregistered. 

r. Hetier. Does that indicate that these private placements might 
eventually absorb the entire bond market ? 

Mr. Patron. That is right, it could happen. 

Mr. Hetxer. And your argument is that it was not intended that 
this be permitted by the act ¢ 

Mr. Parron. That is right; without registration. I claim that it 
was never intended for that purpose. 

Mr. Heiter. What can you tell us—I think that Mr. Staggers 
touched upon this—about the question of interlocking directorates ? 

Mr. Patron. Interlocking directorates; to what extent ? 
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Mr. Hr:1er. On insurance companies and various corporations from 
whom they are buying these private issues. 

Mr. Parron. Well, I do not know. Of course, that is another prob- 
lem. I do not think that interlocking directorates, as such, are an 
great evil, if the buying is done on a really competitive basis. I thin 
if the issuers, the fact that the issuers may be represented on insurance 
companies’ boards or two or three insurance companies—I do not 
think that there is any inherent evil in that, if the transactions that 
are carried on are on an arm’s length basis. I do not think that is 
wrong. 

Mr. McGourre. Mr. Patton, do you have any member of your firm 
acting as a director on an insurance company’s board ? 

Mr. Parron. No; we do not. Nor, any corporation that we do 
business with. 

Mr. Hetter. Mr. Patton, on page 3, of your statement, you state 
that only a small proportion of railroad securities have been sold 
nonpublic. 

Now, is that attributable to the nonregistration requirements or 
is it the result of the investment policies of life insurance companies 
and other institutions? 

Mr. Parron. Well, it seems to me that the fact is—I think it is 
tied in somewhat to the registration requirement. 

Mr. Hetter. That is just your opinion ¢ 

Mr. Patron. Yes; that is my own opinion on it. It is so significant 
that they are exempt from the Securities Act and you do not have 
private placements of them. There is no registration requirement for 
those that are publicly offered. 

So, as between the private placement and public offering, as I say, 
there is only four-tenths of 1 percent that are not publicly offered 
when on a competitive basis. 

Mr. Heuer. Does that have anything to do with the competitive 
bidding rule of the Interstate Commerce Commission ? 

Mr. Patron. No; it would not have anything to do with the com- 
petitive bidding. I do not think so. 

Mr. Hetter. I also note you show life insurance assets have trebled 
between 1935 and 1950. 

Mr. Patron. That is right. 

Mr. Hetier. Now, what was the proportion of railroad securities to 
their portfolios in 1935 and 1950? Are you able to give that infor- 
mation ? 

Mr. Patton. No; I do not have those figures. I am sorry. As to 
the proportion of railroads, I do not have that. 

Mr. Hetier. Would you develop information for the committee on 
the argument that you have made that private placement is an evasion 
of the spirit and intent of the Securities Act? I would like to have 
a clearer statement on the record on that. 

Mr. Patron. I think that the Presidential message that I quoted 
in 1933 covers that. That is the message to Congress that— 

There is, however, an obligation upon us to insist that every issue of new 
securities to be sold in interstate commerce shall be accompanied by full pub- 
licity and information, and that no essentially important element attending the 
issue shall be concealed from the buying public. 

The intent of the act was publicity for every issue of new securities, 
and I think that the exemption that was provided under section 4 (1) 
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for transactions which do not involve the public interest—I do not 
think it was ever intended to be the basis of the billions of dollars of 
private placements of insurance companies. 

Mr. Heiter. Thank you. Are there any further questions? 

That will be all. Thank you very much. 

Mr. Parron. Thank you very much, Mr. Chairman. 


STATEMENT OF FRAZAR B. WILDE, PRESIDENT OF THE CON- 
NECTICUT GENERAL LIFE INSURANCE CO., HARTFORD, CONN. 


Mr. Herter. The next witness will be Mr. Frazar B. Wilde, presi- 
dent of the Connecticut General Life Insurance Co. 

Mr. Wuwe. Mr. Chairman, and gentlemen of the committee. 

Mr. McGurre. Mr. Chairman, being a member of the subcommittee 
and coming from Connecticut, I want to welcome Mr. Wilde here. He 
is president of the Connecticut General Life Insurance Co. and he is 
also president of the American Life Convention, and I think that he 
is really a success story like we read about in the old books. He started 
out as an office clerk in 1914, right out of high school, and in 1936 
became president of Connecticut General and has been president ever 
since. 

I think if you really want security, you really cannot beat life 
insurance. 

Mr. Wipe. Mr. Chairman and gentlemen, I am afraid that the 
Congressman has been overkind to me and I will not be able to perform 
in accordance with your expectation, on a subject that is just a bit 
complicated. 

y name is F. B. Wilde. I am president of the Connecticut General 
Life Insurance Co., of Hartford, and this year I am also president of 
the American Life Convention, a trade association with headquarters 
in Chicago and with a membership of 229 legal reserve life insurance 
companies. I am here today in behalf of the American Life Conven- 
tion and also the Life Insurance Association of America, another of 
our major life insurance trade associations. I welcome this oppor- 
tunity to appear before you as the spokesman for these two associations, 
which represent perhaps 97 percent of the life insurance business of 
the country. 

My appearance is in support of the position that compulsory regis- 
tration of direct placements with the Securities and Exchange Com- 
mission is not needed for the protection of life insurance policy- 
holders and would be of no benefit to them. Registration of our 
direct placements under the Securities Act of 1933 would give no 
added protection to our policyholders and would represent an un- 
necessary extension of*Federal regulation into a field where private 
enterprise is now doing an outstanding job under State supervision. 

The present system of direct placements, particularly its large 
dimensions, is relatively new. This method for the distribution of 
securities started to gain momentum before World War II and dur- 
ing the last 5 years the volume of securities distributed in this manner 
has increased greatly. In recent years billions of dollars of invest- 
ments have been made by direct placement, which indicates clearly 
that this method of distribution has appealed to both borrower and 
lender. Like any new idea it has its critics along with its friends, and 
there are critics of direct placements within the life insurance business. 
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However, within our business there is no inclination on the part of 
anyone, so far as I am aware, to criticize direct placements from the 
standpoint of the protection and safety of policyholders. While 
there are life insurance officials who believe that the distribution of 
direct placements does not result in as broad a participation on the 
part of life insurance companies as might be desirable, yet there is 
no belief in our business that registration with the Securities and 
Exchange Commission would cure distribution criticism. 

The chief argument made by those who would like to see virtually 
all direct placements made by life insurance companies registered 
with the Securities and Exchange Commission is based on the con- 
tention that such registration is needed to provide full protection to 
life insurance policyholders. The assumption is apparently being 
made that registration of direct placements would be an important 
safeguard to the institutional buyer of securities. This is quite a 
naive thought. 

The Securities and Exchange Commission was organized primarily 
to protect the uninitiated individual investor by giving to him the 
opportunity to acquire pertinent information about new security is- 
sues. This purpose is spelled out in the Senate and House reports 
made at the time the act was being considered. The Securities and 
Exchange Commission in its interpretation of the act has recognized 
that it has the basic assignment of protecting the individual investor 
who cannot protect himself by making available to him information 
comparable to that demanded by institutional investors from bor- 
rowers. The institutional buyer of securties has always insisted upon 
all material facts, and where the purchase is by the direct placement 
method the institutional buyer is in a particularly good position to 
obtain adequate information and full and complete disclosure. This 
information is more readily accessible to the institutional buyer be- 
cause the prospective borrower is not so apprehensive that his dis- 
closures, including intimate details of business and plans, will be 
revealed to competitors. The idea that the Securities and Exchange 
Commission will obtain more information and will give added pro- 
tection to the institutional buyer of securities is not at all realistic. 

The general impression is that the Securities and Exchange Com- 
mission has made a contribution in protecting the individual purchaser 
of securities, but the record coincides with a favorable period for 
investment. We have had rising markets for almost 20 years with 
minor variations and we have had generally favorable economic con- 
ditions. Credit restrictions have prevented overbuying of securities. 
These factors have combined to produce a good result for those who 
have made investments during the period and it would be unfair to 
ignore these basic considerations and give all the credit to the Securi- 
ties and Exchange Commission and to its system of regulation. 

Helped by these same favorable economic conditions, life insurance 
companies have suffered virtually no losses as a result of bond pur- 
chases during the last 20 years. If we go back further and include 
losses arising out of the great depression, the losses still are extremely 
small in comparison with the total assets invested. A recent study 
covering 18 major United States companies shows that over the period 
1929 to 1950, inclusive, the disposal of public utility, industrial, and 
miscellaneous bonds (these categories include almost all of the direct 
placements) produced gains on balance. In fairness it must be con- 
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ceded that during most of this period the interest rate was declining 
and hence bond prices were going up, which served to decrease losses 
on liquidation of bonds. The individual policyholder suffered virtu- 
ally no impairment of his life insurance estate during the depression. 
For a time with a small number of companies there were restrictions 
on loans and surrender values (aside from the moratorium period), 
but the final loss in our business as a result of the depression was 
unbelievably low so far as its effect on the individual policyholder 
was concerned. 

It might be suggested that there is just as much reason for the Securi- 
ties and Exchange Commission to ask for the registration of mortgages 
made by life insurance companies as there is to ask that direct place- 
ments be registered with the Securities and Exchange Commission. 
Mortgages of life insurance companies are made in amounts varying 
from a few thousand dollars or so to as much as $10,000,000, or $20,- 
000,000, and more. However, I have not yet heard any suggestion 
that mortgages, which a tyr about 25 percent of the assets of life 
insurance companies, should be registered with the Securities and 
Exchange Commission so as to protect policyholders. 

Unlike the individual investor, an institution such as a life insurance 
company sets aside in surplus funds some portion of income against 
long-time cyclical investment losses. Financial officers of life insur- 
ance companies and of other institutions realize that they cannot expect 
to invest large sums of money in fixed obligations over a long period 
without sustaining some losses. However, these small investment 
losses are anticipated and are provided for and do not impair the 
validity of the individual life insurance contract. 

In the face of this record of life insurance company investments 
it is difficult to understand why any added protection to policyholders 
is needed. It is quite possible that the proponents of general registra- 
tion of direct placements are not fully ceed as to the investment 
record of life insurance companies over the years and perhaps it is 
even more likely that they do not realize the form and the extent of 
stereyaimaaa regulation of life insurance company investments by the 

tates. 

Under our system of State regulation of insurance, investments of 
life insurance companies are regulated in these four ways: 

First, the State which charters the life-insurance company enacts 
statutes telling the company how its assets may be invested. These 
laws vary State by State. I have here an investment manual, pub- 
lished by the Life Insurance Association of America, which shows in 
some detail the life-insurance investment laws of each State. I will 
leave this with you. As you will see from this manual, some of these 
State insurance laws tell the life-insurance companies what they can 
invest in and some of these laws tell the companies what they cannot 
invest in. A great many restrict the percentage of assets which may 
be invested in a specified class of securities. The trend in recent years 
has been toward the amendment of these State life-insurance invest- 
ment laws to permit a broader portfolio, including income-producing 
real estate cod common stocks. 

Second, every other State in which the life-insurance company seeks 
to do business exercises jurisdiction over that company, including par- 
ticularly its financial condition. Thes other States will not permit 
the company to do business in their States (or, once admitted, to con- 
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tinue to do business) if not fully satisfied as to its current financial 
condition. The financial condition must be reported annually, gen- 
erally within 2 months after the end of the calendar year. ese 
annual reports are quite detailed. 

Third, these detailed annual reports are supplemented by the so- 
called convention or zone examinations conducted by the home State 
of the company in cooperation with representatives of other States. 
These examinations, which are under the auspices of the National As- 
sociation of Insurance Commissioners, are normally made every 3 
years; but if there is any serious question about the financial condi- 
tion of a particular company, an examination may be made at any 
time. These examinations are thorough and cover all phases of in- 
surance company operations. One of the chief objects is to deter- 
mine the financial condition of the company as of the specified period. 
These examinations may take anywhere from 2 or 3 months to a year 
and a half to complete, and when completed, the reports are sent to 
each State in which the company does business. 

Fourth, the National Association of Insurance Commissioners has 
a committee on valuation of securities, which has been functioning 
as a permanent committee since 1910. With the growth of direct 
placements new problems in valuations have been created, and the 
committee staff has been increased in recent years as its work has in- 
creased. This committee makes periodic checks on investments and 
particularly direct placements held by life-insurance companies. On 
the basis of these studies year-end values for these securities are de- 
termined. These are then used by the insurance commissioners of the 
various States after approval by the National Association of Insur- 
ance Commissioners. Conspreieanive checks are made at periodic 
intervals and as of the year end the committee determines a valuation 
for the securities and also determines whether they are adequately 
secured and, therefore, entitled to be carried on an amortized basis. 
The work of the Commissioners’ Committee on Valuation of Securi- 
ties is different and in many ways much broader than the work of the 
SEC in connection with the registration of securities under the 1933 


act. The primary function of the Securities and Exchange Commis- 


sion in connection with registration is to ascertain accurately the es- 
sential facts bearing on the securities at the time of issue and to make 
these facts available to the prospective purchaser. The life-insur- 
ance companies in connection with direct placements get essentially 
the same facts the Securities and Exchange Commission requires for 
registration and additional facts also where it appears that addi- 
tional facts are necessary or desirable. Covenants required by life- 
insurance companies are in many, if not in most, instances more strin- 
= than those required in connection with registered securities pub- 
icly offered. The life-insurance company and the borrower are able 
to work out the transaction in the light of the particular situation 
without regard to rigid administrative rules which would be imposed 


in the case of Securities and Exchange Commission registration 

Of course, in our system of State regulation of insurance there are 
various degrees of regulation. Some States have comprehensive in- 
surance laws and other States have simple statutes relating to insur- 
ance. Some States have large insurance departments with large staffs 
and other States have insurance departments with small staffs. In 
general, this varies with the amount of insurance business done in 
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the State. Under our system of State regulation it is up to the people 
of a State to say how much regulation of insurance, including invest- 
ments, they desire. One of the great advantages of State regulation 
is the ability to meet quickly changing conditions and to develop new 
ideas on a local basis. If in the public interest, the benefits of these 
new ideas are then made available on a broader scale. 

Obviously if a life insurance company does business only in the 
State which charters that company, it is not subject to the same mul- 
tiple scrutiny as the company doing businss nationally and hence sub- 
ject to regulation by many States. This does not mean, however, 
that a company doing business in a single State may not be just as 
adequately supervised and just as strong financially or even more so 
than a larger company doing business on a national basis. 

It is, as indicated, my belief that the present system of State regula- 
tion of investments of life insurance companies is adequate to protect 
policyholders. It must be remembered always that policyholders are 
not investing their funds directly in these direct placements, but the 
investing is being done for them by experienced investment oflicers 
of life insurance companies. I would be the last person to tell you 
that investment officers of life insurance companies do not make mis- 
takes. They do, on occasion, make mistakes; and when the mistake 
involves a large or well-known borrower, then this mistake receives a 
great deal of publicity, especially when the investment is by direct 
placement. You hear nothing, however, about the other 994% 99 per- 
cent of direct placements which work out advantageously, the bor- 
rower paying his interest and his principal according to schedule. 

Every investor must take some calculated risks. A life insurance 
company cannot well invest all of its assets in Government bonds, 
because it cannot remain in business in competition with other com- 
panies with diversified investments, giving much higher yields. As 
stated before, the life insurance company anticipates that there will 
be over the years some slight investment losses and in its calculations 
these losses are provided for. 

Based upon the record, the evidence is strong that the present system 
of State regulation of investments of life insurance companies coupled 
with the constant administrative improvements being made are ade- 
i to protect life insurance policyholders. The Congress said 
through Public Law 15 of 1945, the McCarran Act, that regulation of 
insurance should be left to the States. Any further regulation at the 
Federal level would be duplication. Duplication involves not only 
the added direct cost, which is important, but also the equally signifi- 
cant cost involved in adding to the burdens of management in a busi- 
ness which is already subject to multiple regulation. In the long 
run this must be paid for by the policyholders. 

As stated, it is my belief that com yulsory registration of direct 
placements with the Securities and Exchange Commission is not 
needed for the protection of life insurance policyholders and would 
be of no benefit to them. 

Mr. Hetxier. Any questions? 

Mr. Benner. Mr. Chairman. 

Mr. Hetier. Mr. Bennett. 

Mr. Bennett. Mr. Wilde, I take it that you believe there would 
be no advantage in requiring registration of private placement secu- 
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rities insofar as diversification of purchase and holding of the secu- 
rities is concerned ¢ 

Mr. Wire. Your question, Congressman, is that I do not believe 
that under registration there would be any advantage to the life 
a companies in gaining greater diversification in their port- 

olios 

Mr. Bennett. No; that there would be any greater diversification 
so far as the public is concerned. 

Mr. Wipe. I am sorry. I think that I will have to ask you to ask 
the question again. 

Mr. Bennerr. As I understood Mr. Patton in his testimony he at 
least hoped that by requiring the registration of all securities that 
would have the tendency of getting greater diversification on the part 
of the investing public. 

Mr. Witpe. We are very doubtful of that in our business. We think 
that there would be very little change. My personal opinion would 
be that there might be a fractional change, but I do not believe there 
would be any large change. 

Mr. Bennett. If all securities purchased by life insurance com- 
ae were required to be registered by the SEC, would it make any 

ifference in the amount of securities insurance companies might buy 
each year? Are they not compelled to go into the market, if they do 
not acquire them privately, to build up their reserve funds, as a result 
of their new and their large growth? 

Mr. Wipe. Well, the registration of all securities would not influ- 
ence the supply at all. There is only so much money going to be 
borrowed during the course of the year and a large amount of it is 
borrowed under mortgage form and a large amount under corporate 
forms; bonds; but the registeration would not increase the supply 
of the securities at all, so far as I can see. 

Mr. Bennett, Mr, Patton has argued that if you require registra- 
tion you thereby make available greater and better and more accurate 
sources of information for people who were buying the securities 
direct. Do you agree with that? 

Mr. Wipe. Well, not as far as insurance companies are concerned. 
I think we get more information when we negotiate a private place- 
ment than we would get under the SEC registration. I think it is 
true, as far as an individual purchaser is concerned. 

Mr. Bennett. Then, as far as the policyholder is concerned, in the 
case of an insurance company, it is your opinion that through the 
direct placement method they have the advantage of their buyers 
getting more complete information than would be the case if the 
securities or issues were registered ? ser pos 

Mr. Wipe. That is a very strong conviction within our industry. 

Mr. Bennett. That is all. 

Mr. Hatz. Mr. Chairman. 

Mr. Hewter. Mr. Hall. j 

Mr. Hau. Just as a matter of interest, Mr. Wilde, what portion of 
your portfolio is in mortgages and what portion in securities? _ 

Mr. Wipe. I ought to be able to give you accurate information. 
We have about 40 percent in mortgages and I believe a little over 
50 percent in securities. I am talking about my own company. In 
the industry as a whole, I think the percentage of securities is some- 
what higher than that and the percentage of mortgages a little less. 
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Mr. Hatt. As far as securities are concerned, how are they broken 
down in relation to Government securities? 

Mr. Wipe. Well, Government securities have been pe as a 
percentage of assets, partly because there have been relatively no new 

urchases, and as assets grow, percentages drops down and also there 
fave been very heavy sales in the last 2 oo I could probably give 
you, from the Insurance Fact Book which I might leave with the 
committee, some breakdowns of those figures. I think at the present 
time there is somewhere between 15 and 20 percent of total assets in 
the industry in Government bonds. 

Mr. Hau. That is all. 

Mr. McGuire. Mr. Chairman. 

Mr. Hetier. Mr. McGuire. 

Mr. McGutre. In Mr. Patton’s statement, on page 5, he says: 

Life insurance companies in the United States have been under tremendous 
pressure in recent years to find outlets for their funds. 

Why is it that you people have not gone into the loaning of money 
for building Psa ment more than you have? 

Mr. Wie. Well, Congressman, the figures would show that in 
both the absolute dollars and in percentage there has been an ap- 
preciable increase in that particular since developers in small homes, 
and multiunit residences, too, use the guaranteed mortgage of the 
FHA, and VA, and there have been a great many billions of those 
securities purchased. So that the expansion of housing in this country 
has been aR to a very important percentage by life insurance 
companies’ assets. 

Mr. McGutre. Have you slacked off on that? I know that we had 
a person in Connecticut just recently who went to three insurance com- 
pone and they said that they had cut down. He could not get a 
oan from anyone. He was a very reputable builder. 

Mr. Wixpr. Congressman, two things have happened. Last year 
the companies became overcommitted, as we say. There was such a 
demand for various kinds of capital funds, both securities and mort- 
gages, that the companies found they had reached the point where 
they had promised to deliver more money than they might have, and 
many of us had to shut off very sharply. 

Now, within the total picture, a competitive situation developed 
where the mortgage market in the opinion of many institutions was 
inferior in its yield and attractiveness to the securities market and, 
therefore, there was less interest in the mortgage market than there was 
in the securities market. It was a very small difference. It was just 
about a quarter of 1 percent. But the authorities here in Washington 
who determine that rate said that they would not allow a market rate; 
that neither the law nor their administrative theory supported it. 

So that there is not any doubt but what there was a temporary situ- 
ation that favored the corporate securities over the mortgage securities 
for several months. The present situation is still a little slanted away 
from it, perhaps the small mortgages, but there is money available in 
many places today. 

Mr. McGuire. Thank you very much. 

Mr. Sraccers. Mr. Chairman. 

Mr. Hetxer. Mr. Staggers. 

Mr. Sraccers. Mr. Wilde, I would like to have your opinion on this 
question of corporate bonds placed privately. I was just reading the 
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percentages here. I see that the life insurance companies have taken 
83 percent; other insurance companies, 0.7 percent; banks, 12 percent; 
and it gets down to individuals and corporation’ where it is 2.5 
percent. 

I would just like to ask a question there. Is it that these insurance 
companies feel these are good investments? They are bound to believe 
that, or they would not be in it ; that is a certainty. 

How can they have so much in it and individuals and other corpo- 
rations have so little investment? Is that because the insurance com- 
panies go after these and keep track of the ones that are offered as 
private transactions ? 

Mr. Wipe. Well, there are several reasons, presumably. A great 
many of the so-called direct placements are handled by agents—agents 
of some of the security houses—and they come to the insurance com- 
panies because they can handle them with one or two insurance com- 
panies, handle a large issue, and it is all put in a package and disposed 
of. So, it is an easy way to operate. 

Mr. Sraccers. Less trouble? 

Mr. Witpe. That is right. 

Mr. Sraccers. I notice here that, as to banks, their investment in 
direct placements has been climbing since 1941. In 1938 it was 4.1 and 
then this figure went up 5 percent, and went up to 12.1 percent in 1950. 

I assume that the same reason that the banks are investing is that 
they can take over large contracts, so far as securities are concerned. 

Mr. Witpr. Now today—the figures do not indicate, because it is 
very difficult to get the statistics—but there is a definite tendency for 
the banks who handle large pension funds and those pension funds 
handled by independent trustees, to take some of these direct purchases. 

So that the percentage we get in our business might be reducing. I 
do not know. ' You cannot tell that probably until another year or 
two has elapsed. 

Mr. Sraceers. I see. I was very much interested in one of your 
statements. You said: 

We have had rising markets for almost 20 years with minor variations and we 
have had generally favorable economic conditions. Credit restrictions have 
prevented overbuying of securities. 


Do you mean by that that you feel the country is in pretty good shape 
economically ? 

You do not have to answer that. 

Mr. Wipe. I think I could take quite a little of your time, gentle- 
men, to no purpose and no good. The discussion has turned on dol- 
lars, but we won’t discuss how valuable they are. 

Mr. Hetter. That is a very good question, but I do not think it 
ought to be answered at this time. . 

Mr. Sraceers. I just made an observation. That is all. 

Mr. Hetier. Mr. Wilde. 

Mr. Wipe. Mr. Chairman. 

Mr. Heiter. What are the basic reasons, in your opinion, for this 
large growth in the direct placements of corporate securities? 

Mr. Wipe. It seems to me—and I am indulging, of course, in per- 
sonal opinion, rather than any consensus in the industry—it seems 
to me it is largely the attractiveness of simplicity. People like to do 
things, if they have any choice, the easiest way. It is a lot simpler in 
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the mind of a borrower to handle his proposition with one or two 
people, and that seems to attract him. 

When this system started, it was my opinion—and I have so indi- 
cated—that it was a desire to avoid registration; but after people had 
experimented they found that it was a very satisfactory way to do 
business and, therefore, I consider that today registration has very 
little to do with it. ; 

Mr. Hetier. Well, which is it, simplicity or avoidance of regis- 
tration ¢ 

Mr. Wipe. Well, you get two things in the simplicity part. You 
don’t have to stop your business procedures and at that given time find 
out whether your audit is correct and get your legal opinion and all 
those things which are required under the Registration Act. 

The other things is you do not have to give any concern to market 
fluctuation. You do not feel the pressure to do this all under a sched- 
ule. You sit down with an insurance company and discuss your needs 
for capital; what it is for; when you might want the money. You 
can stagger the delivery of the money. There are many operating 
advantages in the opinion of the borrower and from the standpoint of 
the lender. It is convenient to the lender, because he can ask a lot 
of questions about what the plans are; why this money will be used 
constructively, and whether there will be revenue to pay off the new 
debt if it is incurred. 

It is a very relaxed opportunity to do things carefully and 
thoroughly ; but you do not have to get in on a lot of apparatus, and 
a lot of mechanical timing. That seems to be the borrower’s talk, 
and the companies, of course, have demonstrated, by their willingness 
to do it, that they are satisfied they are getting good information and 
safe loans. 

Mr. Hetxrer. Well, has not time erased that eeeetines I under- 
stand that that was one of the objections raised about 10 years ago, 
but during the past 10 years has there not been a simplification of 
the registration in the Commission ? 

Mr. Wiipe. How much there has been improvement in the admin- 
istrative procedures I do not know, Congressman. I assume there 
has been some. All bureaus tend to improve some of their practices, 
but how much improvement there has been I do not know. I suspect 
that a business that is not a large business finds it more onerous than 
a large one does. 

A good many people who might want to borrow only a million dol- 
lars are quite appalled at any kind of registration. They do not 
know whether it a been improved or not. They just like to do it 
the simplest way. 

Mr. Hauw. Mr. Chairman, I do not know of any bureau that has 
simplified anything in Washington in the last 10 years. 

Mr. Herier. Mr. Staggers just asked a question which remains 
unanswered. If you want the answer, we will attempt to get it. 

Mr. Wilde, you have mentioned the advantage of private placement. 
Can you think of any disadvantages? 

Mr. Wixpe. Well, you have to indulge in a kind of personal phi- 
losophy, Mr. Chairman, meaning by that, how much distribution across 
the board should be accomplished through some kind of outside or 
extraneous force, or whether you are willing to accept the natural 
competitive development of life. 
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It is also true that larger businesses—that is, businesses that are 
successfully run—will gain some competitive advantage. One of them 
in the borrowing field is that he has got a better name and can offer 
more security, and that will attract the biggest buyers. 

I personally would like to see wider distribution, but I do not think 
it could be accomplished by registration with the SEC. 

I think that would be a very minor factor. 

Mr. Hetirr. Well, then, how could you accomplish it, in your 
opinion ¢ 

Mr. Wupr. I haven’t any idea and I have tried to make sugges- 
tions to myself and to the industry, and I have not one that I give 
any weight to. 

r. Herter. Can you see the situation develop as Mr. Patton testi- 
fied that there 1 be a complete absorption by private placement 
of these securities ? 

Mr. Wipe. No. I think that is what they call in mathematics, 
reductio ad absurdum. I do not think it comes to that point. 

Mr. Hetier. Well, the figures as of 1951 indicate 58.8 percent and 
over the past 5 years an increase from 47 to 51 and from 42 to 58.8. 
Would you say that is a ridiculous figure ? 

Mr. Wiipr. Well, it is a striking increase in volume, in a certain 
area, but, of course, all of the securities and investments in this coun- 
try are not going to be corporate bonds. You are going to have billions 
of mortgages, where individuals, and the banks, and our company 
and others can buy them with complete ease and do, just as well as the 
biggest companies in the business. 

r. Herter. Are they doing that now? 

Mr. Wipe. Yes. 

Mr. Hetxer. Are they doing it in the same proportion as private 
placement of these bonds? 

Mr. Wixpe. I do not know how the percentage of mortgages is dis- 
tributing itself; but I know that we feel that we are getting our share 
and I know that other companies do feel likewise. 

Mr. Bennett. Mr. Chairman. 

Mr. Hetier. Mr. Bennett. 

Mr. Bennett. What is the situation with respect to State and mu- 
nicipal bonds which are exempt from registration requirements, as 
I understand it? Who owns the greater percentage of those? Do you 
find the same percentage of those owned by insurance companies, 
banks, and so forth as you do with the private placements? 

Mr. Wixpe. No; you do not find any large percentage of municipal 
and State obligations with life insurance portfolios today. You will 
find some of the newer municipal and State obligations, the so-called 
revenue bonds, where the yield is more satisfactory. You will find 
the life insurance company buying those obligations—New Jersey 
— or some of the bridge bonds, where you get an adequate 
yield. 

You must understand, Congressman, that the life insurance busi- 
ness is fiercely competitive and trying to get a safe yield, because that 
yield has a very serious effect upon the cost of life msurance. Your 
fully tax-exempt State and municipal obligations carry a low yield, 
because of the tax exemption, which is of great interest to many cor- 
porations and individuals, but does not produce a yield for life in- 
surance companies that is satisfactory. 
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Mr. Bennett. Life insurance companies are not interested from 
the standpoint of taxes? 

Mr. Wipe. Not interested so much directly. We are very much 
interested from the standpoint of taxes on our whole business, because 
you see we have municipal taxes; we have very, very extreme State 
premium taxes, as well as special Federal income taxes based on in- 
vestment income. 

Mr. Hetirr. Has the question of taxes entered into the desire for 
these private placements ¢ 

Mr. Wiper. No, Congressman. It is merely in private placements 
the question of good securities at a good yield. 

Mr. McGume. Mr. Chairman. 

Mr. Hetier. Mr. McGuire. 

Mr. McGutire. Mr. Wilde, Mr. Patton said that it was the intent 
and spirit of the Securities Act to register all securities. Well, when 
the Securities Act was passed, was it not a fact that an important 
distinction was made between the informed investor and the unin- 
formed investor ? 

Mr. Witpe. Yes. 

Mr. McGutre. No doubt you feel that you are an informed investor. 

Mr. Wivpe. We think so; subject to our human limitations. 

The framers of the Securities Act—probably many of you are better 
students of the history than I am—you will recall that it was brought 
forth at a time of great public panic and great public condemnation 
of everybody and it was designed to protect the individual who did 
not know about securities, because of the impact of the 1929-33 crash, 
It had these escape clauses, presumably, despite that atmosphere, 
because it was recognized there would be a great many transactions 
that from the standpoint of simplicity and expedition of business, 
better be left outside of the act. 

I assume that that was the theory. 

Mr. Heiter. Well, was not the intent of Congress that there would 
be a very small amount of private placements when the act was passed 
in 1933¢ I think that some reference was made to that in the state- 
ment of Mr. Patton. 

Mr. Wipe. I cannot answer that, because I was not present. I as- 
sume that, to the extent that private placements were used—and 
the percentage was small—it was considered that it was not necessary 
to include them. 

Mr. Hetter. Let me read to you the statement made by the General 
Counsel of the Securities and Exchange Commission in 1935 in re- 
lease No. 285, Securities Act of 1933: 

The purpose of the exemption of nonpublic offerings would appear to have 
been to make registration unnecessary in those relatively few cases where an 
issuer desires to consummate a transaction or a few transactions and where 


the transaction or transactions are of such a nature that the securities in 
question are not likely to come into the hands of the general public. 


Then he adds: 

I feel that this exemption was intended to be applied chiefly to small offerings. 
Has not that situation gotten out of hand now? 

Mr. Witpe. Well, it seems to me, Mr. Chairman, that that is a 


sagem of a point of view. The point of view of our industry is 
at that system is working soundly and does not involve any invest- 
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ment hazard and that its only criticism might be one of maldistri- 
bution. 

Mr. Hetier. Congressman McGuire talked about the statement Mr. 
Patton made. I do not think you gave us an answer, and I would like 
to ask whether in your opinion, Mr. Wilde, that private placement is 
an evasion of the spirit and intent of the act? 

What is your opinion on that? 

Mr. Wixpe. I do not feel that they are, Mr. Chairman. They were 
certainly recognized when the act was drawn and the only thing that 
has happened (in the opinion of counsel) is that they have increased 
much more than was anticipated. 

Mr. Heuer. Mr. Harry A. McDonald, the former Chairman of the 
SEC, in 1951. November 1951, in addressing the annual convention 
of the Investment Bankers Association stated : 

Now the Commission—and I am speaking for the Commission as Chairman— 
has discussed this, and while I am not committing the Commission, of course, 


we would be sympathetic if there were to come from the industry a proposal 
for registration of all debt issues, because this is in line with the intent of the 


original act. 

Would you care to comment on that ? 

Mr. Wipe. Well, I think I could not comment on it with any 
authority, because, as I say, I was not connected with it in any way, 
even indirectly, except that I was in the insurance business. 

What the people who framed the act had in mind, I really don’t 
know. I thought it was designed primarily, as I said earlier, for the 
protection of unsophisticated buyers; that that was the spirit of the 
times. 

Mr. Herter. Would not that statement in a way corroborate the 
assertion made by Mr. Patton that private placements, as we see them 
now, are an evasion of the spirit and intent of the act? I mean, would 
it not, in your opinion, corroborate his statement ? 

Mr. Wixpe. I would not think so, Mr. Chairman, because we have 
pointed out we feel that we are sophisticated buyers and that we have 
all of the protection that the SEC would give us and more besides. ° 

Mr. Hewier. It has been stated that these privately placed securities 
can eventually get into the hands of the public and the public will be 
buying securities which were never registered. 

Mr. Wixpe. You are talking about resale, Mr. Chairman? 

Mr. Hetuer. Resales; yes. 

Mr. Witpr. I do not know much about that. When I heard that 
testimony I was trying to think what had happened in our company 
and it is my impression that we have not sold any, certainly few, if 
any, and that we might have brought some from some other com- 
pany; but again we think we are a mp eg gi buyer. I have not 
heard of any being sold to the public, but I could not give any testi- 
mony on it. 

Mr. Hetier. Could you furnish us with any information on that 
and let us have a statement which we will insert in the record? 

Mr. Witpr. We will ask the association and see what they can find 
out, Mr. Chairman, and file it with you. 

(A memorandum on resales appears in the appendix on p. 1134.) 

Mr. Hetier. Thank you. 

Mr. Wilde, I read your very able and interesting discussion on the 
pros and cons of direct placement which you delivered before the 
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financial section of the American Life Convention, in Chicago, Oc- 
tober 6, 1950. 

I would like to read just a few sentences from your concluding 
remarks and ask you if you would be kind enough to comment on it. 
This is on page 23 of your booklet : 

Whether it should be continued or modified or abandoned is largely a matter 
for time and exeprience to decide. It is not sufficient for the proponents to 
claim that the system is a brilliant success because of its size. Neither is it 
satisfactory for the critics to claim that the system is a bad one merely be- 
cause there are numerous objections to it, some of which have been developed 
in this paper. The stimulus, the device received from the enactment of the 
Securities Act, means that it is not a wholly natural phenomenon. If society 
wishes to modify or abolish the system, it will have to do it by appropriate 
legislation. In the absence of legislation the direct placement method can be 
expected to continue in full force and effect for an indefinite time. 

It is 2 years since you made that statement. Do you care to com- 
ment on it now / 

Mr. Wixpr. Yes; I would be very glad to, because I am speaking as 
an individual. Historically, meaning about 1939 and 1940, I took a 
very dim view of direct placements and I took it on two bases. 

One, my selfish point of view as the investment officer for my com- 
pany, I felt that it was not something we could participate in success- 
fully and, secondly, I took it, I guess, because, as a New Englander 
I have certain orthodox conventions and one is that a man should 
stick to his trade, and I felt the investment banking business knew 
how to originate and distribute securities, and that that was the way 
it ought to be. 

Time went on and I was asked to write a paper and I decided to 
try to educate myself by being as objective as I could. This is the 
result of my own brain fatigue and I landed up in the middle and 
I am still in the middle. 1 think there is a lot of merit to direct 
placement and there are some criticisms on the distributive side of it. 

I think I am a little more convinced today that it is on net balance 
a more successful method than I indicated, but I am not one-sided 
on it. 

Mr. Heiter. What were the reasons for your fear that it could not 
be successful? In 1950, 52 percent of the bonds were being privately 
placed. Why in 1950 did you have any apprehension as to its suc- 
cess ¢ 

Mr. Witpe. Why do I have? 

Mr. Heiter. Why did you have fears of it being successful, with 
a percentage point so high ? 

Mr. Witpr. Well, I felt it would be successful in the sense of fur- 
nishing capital for many businesses, but unsuccessful in the sense of 
getting wide distribution of opportunity to buy those obligations. 
Successful from different points or failure from different points of 
view. 

Mr. Heiter. Well, it was getting pretty wide distribution in 1950, 
it was getting pretty wide distribution im 1946, and even in 1942, 
and, by 1951, it reached 44.4 percent. 

Mr. Wipe. Well, that distribution was helpful in the insurance 
business and helpful among the larger companies. So you see as a 
middle-sized company, looking at it from that point of view, I didn’t 
know whether we would come out well or not. 
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Mr.  wpeecage Is your company considered one of the large com- 
panies 

_ Mr. Wipe. No; I think we are in the upper side of the medium- 
sized companies. 

Mr. Hetuer. There has been talk of large and small companies. I 
wanted to get the right category for your company. 

Also in your address before the foeacial section of the American 
Life Convention in Chicago, October 6, 1950, you show that there is a 
pretty heavy concentration of direct placement by the first four life- 
insurance companies. 

Now, in 1949, these four companies held two-thirds of all direct 
placement holdings of the total held by 22 of the largest life-insurance 
companies. 

Now, Mr. Wilde, would you be in a position to tell us why there is 
such a heavy concentration at the top? 

Mr. Wixpe. Well, Mr. Chairman, the largest borrowers, the borrower 
that wants to get from $10,000,000 to $200,000,000, are going to go to 
the largest source of capital; the 4 or 5 or 10 largest companies, and 
he wants to confine his approach, or his agent does, to a minimum 
number of companies, and if he can get $50,000,000 from one or two 
companies, it is pretty apt to be the larger companies. If he has to go 
to more, it will be in the descending order of size. It is just a normal 
phenomenon. 

If you have a big order you go to a big producer. 

Mr. Hetzer. So that the smaller companies are not getting a fair 
share of their business; is that correct ? 

Mr. Wixpe. Well, that injects philosophy, because who is to deter- 
mine what is fair? It isa matter of opinion, a matter of point of view. 

Mr. Hetier. Let me put it this way. Are any of the smaller com- 
panies complaining, as far as you know, that they are not getting a fair 
share of this private placement business ? 

Mr. Witpe. Yes; a few are; but it is amazing how many think it is 
all right, and feel they have an advantage, because they can get some 
attractive mortgages, and they do not have to put out so much money. 

Mr. Hetter. Would you care to name those companies? 

Mr. Witpe. No; that would not be fair. My memory might deceive 
me. I can only say truthfully that there are some. 

Mr. Bennett. Mr. Chairman. 

Mr. Hettrer. Mr. Bennett. 

Mr. Bennett. Mr. Wilde, what do you think the situation would be 
if Congress could and did require that all financing be done through 
public sales; not only registration but through public offerings? 

Mr. Witpe. You are talking about not only registration but a public 
bid for it? 

Mr. Bennett. Public offering or bid; yes. 

Mr. Witpe. Well, I suppose there would be some increase in the 
distribution, that the percentages would change some from what 
they now are; but if you ask me how much, I would not know, I 
would think that it would be small. 

When this distribution problem first came up, my recollection is 
that offerings were still more or less public, but the needs of the larger 
companies were so great that the investment dealers, who, again, want 
to do it with the least effort, gave a larger share to them, so that I 
presume that same phenomenon would obtain. 
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Mr. Bennett. But you believe it would be an unhealthy situation 
if these percentages of privately placed holdings by insurance com- 
panies grew to, say, 75 or 80 percent as against 58 percent, where it is 
now! Do you think that would be an alarming situation ? 

Mr. Wixpe. Well, it would not be an alarming situation, because 
business in America that needed money on fair terms would have 
gotten the money and, in one sense, who supplies the money? It does 
not seem to me it makes very much difference, economically. 

Now, do you inject, under those circumstances, human nature and 
politics, if you will. Those who do not participate would say that 
we ought to have some of these securities. It depends upon whether 
you are looking at it from the standpoint of a competitive economy 
or straight economics or whether you are indulging in special philo- 
sophical angles. 

fr. Bennetr. Do you think it could reach the point where it 
would have the effect of interfering with competition ? 

Mr. Wixpe. You could not have more competition than you have 
right now in life-insurance companies to get out their money at safe 
and adequate rates, because we not only compete fiercely among our- 
selves but, as I have said earlier, we are competing with other institu- 
tional aggregates of money—pension funds, and large trust funds. 
There are all kinds of competitive conditions. 

Mr. Bennett. You do not think that the size of the percentage has 
any relation to competition ? 

Mr. Wipe. No; I do not, Congressman. I do not see that that 
makes any difference. 

Mr. Bennett. That is all. 

Mr. McGuire. Mr. Chairman. 

Mr. Heiter. Mr. McGuire. 

Mr. McGuire. Mr. Wilde, are the State insurance laws an adequate 
substitute for the reporting requirements of the Securities and Ex- 
change Act ? 

Mr. Wipe. The total system of State regulation is not only fully 
adequate, but, from my point of view, superior, because you have a 
follow-up in addition. 

Mr. McGuire. What criteria do insurance companies use in de- 
termining whether or not to make a private placement ? 

Mr. Witpe. Well, that would vary with the individual company and 
the nature of the business being considered. You can lend money to 
arse utilities on a much simpler basis than you can to a small in- 

ustry. 

Mr. McGuire. What is the comparable cost of floating securities 
publicly as compared with private placements? 

Mr. nan, Well, Mr. Congressman, that is a question that would 
be difficult to answer on any factual basis. The impression is that pri- 
vate placements have a somewhat more attractive yield to the lender 
and that, from the borrower’s standpoint, he is saved quite a bit of 
money in the audit and his attorneys’ fees and other costs of registra- 
tion. What the net of it is, I really do not know and I do not know 
that anyone could support an opinion, factually. 

Mr. Hetxier. The subcommittee will recess until 1:30 p. m. 

May I make this statement: If there are any witnesses here who 
would like to have their statements put into the record, they can do 
sonow. This suggestion is made for the sake of expediting the hear- 








998 STUDY OF SECURITIES AND EXCHANGE COMMISSION 
ings, and, if you wish to do that, you may do so. If not, please be 
back at 1: 30. 

Thank you, Mr. Wilde. 

Mr. Witpr. Thank you. 

(Thereupon at 12:38 p. m., a recess was taken until 1:30 p. m. of 
the same day. 





AFTER RECESS 


(The hearing was resumed at 1:50 p. m.) 
Mr. Hetter. The subcommittee will please be in order. 
Mr. Stone, would you come forward ? 


STATEMENT OF CALEB STONE, VICE PRESIDENT OF THE PRUDEN- 
TIAL INSURANCE CO. OF AMERICA, NEWARK, N. J. 


Mr. Stone. My name is Caleb Stone. I am a vice president of the 
Prudential Insurance Co. of America in charge of our bond depart- 
ment. The bond department handles all purchases and sales of securi- 
ties as distinguished from transactions in mortgage loans and acqui- 
sitions of real estate. The bond department portfolio covers the 
gamut of security issues ranging from United States Government 
bonds to common stocks. 

We are very glad to have an opportunity to appear before this com- 
mittee and submit our views on direct placement financing because 
we feel that this method of financing is of importance not only to the 
institutional lender but to the economy of the country as well. 

I should like to read my statement, but I hope you will feel free to 
interrupt me at any point. 

Direct placement financing is undoubtedly as old as finance itself 
and has been utilized over the years in many types of financing, includ- 
ing commercial bank and mortgage loan transactions. As a matter 
of fact, our bond department operations have encompassed direct 
placement financing for many years. The earliest transaction of 
which we have found a record was in 1906. However, this method 
of financing, particularly through insurance companies, was given 
impetus by the passage of the Securities Act of 1933. Nevertheless it 
would be an oversimplification to say that this legislation actually 
produced direct placement financing or indeed that it was produced by 
any one cause. The facts are that the security markets were very un- 
stable in the 1933-34 era and underwritings of corporate securities for 
normal distribution were relatively few. 

On the other hand, insurance companies did have investable funds 
and in growing amounts. Accordingly, it was but a logical develop- 
ment that industry should turn to insurance companies for financing. 

There seems to be a mistaken belief that direct placement financing 
is generally associated with large corporate transactions. This is 
certainly not true in the case of the Prudential. In 1949, of the direct- 
placement debt transactions handled by the Prudential, 49 percent 
was for amounts of $2 million or less, and for the years 1950 and 
1951 this percentage was over 55. 

I have a chart here which depicts this graphically, and in addition 
it shows the number of issues involved under $2 million. 
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The 1951 figure of 55.2 percent is the highest for any year since 
1933 with the single exception of 1943, when we had five transactions, 
three of which were for $2 million of less. 

Over the period 1934 to date, 48.2 percent of our transactions in- 
volved amounts of $2 million or less. 

As an indication of the range which the Prudential covers in meet- 
ing capital requirements of business, during 1951 our largest single 
loan was $50 million and the smallest $50 thousand. These were 
transactions in our bond department and by and large took the form 
of promissory-note financing. I speak of this because, in addition to 
the financing handled by the bond department, the Prudential supplies 
substantial amounts of capital through its mortgage-loan and real- 
estate investment department, where transactions range down to 
amounts of only a few thousand dollars. 

We believe that direct-placement financing is not only a good thing 
for the lender—in the case of our company, our 28 million policy- 
holders—but is equally as good for the economy, including small 
business. Without the machinery for direct-placement financing, 
including the protective covenants that are customarily written into 
the loan agreement, it would be imprudent to make many of the smaller 
loans which we now handle. It should be pointed out that covenants 
do not make a poor loan good, but they may well serve to preserve the 
initial intrinsic values of a good loan. Although it is customary to 
have many of these covenants in publicly offered issues, they are in- 
variably drawn on a much looser pattern because of the great difficulty 
in obtaining consent to the making of adjustments in the terms of a 
widely distributed issue. As contrasted with this, where there is but 
one or at most a small number of lenders, adjustments to meet changing 
conditions may be easily and quickly made. These changes encompass 
practically everything from permission for the payment of a dividend 
otherwise prohibited to the incurring of additional indebtedness, say, 
in connection with an urgent war contract where speed is of the 
essence. 

The flexibility of direct-placement financing is most important? A 
specific and recent case which we have in the Prudential portfolio is 
the New Jersey Turnpike Authority financing. The initial financing 
of this undertaking was in the amount of $220 million. All appro- 
priate avenues of finance were considered by the authority, nciading 
financing on a competitive-bidding basis. For a variety of reasons, 
including the fact that in a public issue interest would begin running 
from the time of sale on the entire amount involved, it was apparent 
that a direct placement on a forward-commitment basis was the most 
logical and would save many millions of interest expense on idle funds 
in the hands of the authority. 

The directly negotiated financing was very much on the pattern of a 
public issue, the basic exception being the matter of the forward com- 
mitment, by which is meant that the funds were to be advanced as 
needed. Asis customary in such financing, the borrowing was limited 
to the initial $220 million amount. The setting of this total was done 
after most careful surveys and included very substantial contingency 
reserves. 
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Nevertheless, increased costs of construction following the outbreak 
of the Korean war were such that it became necessary to do additional 
financing. By virtue of the fact that there was a relatively small 
number of holders, it was possible to modify the contract to permit the 
issuance of additional bonds for completion of the project. These 
additional bonds were sold at competitive bidding and the turnpike 
was completed. 

It was possible to do the second financing by competitive bidding, 
first, because the issue was relatively small—$35 million—and, sec- 
ondly, the moneys could be used immediately by virtue of the author- 
ity’s privilege of delaying the advancement of funds by the original 
direct-placement participants. Even though the turnpike has been 
in operation for only about 6 months, it is such an outstanding success 
that it is already abundantly apparent that certain extensions and 
connections must be constructed earlier than originally contemplated. 
Accordingly, it is now necessary to make a second adjustment in the 
bond contract and that is now in process of being made. As stated 
before, it would be difficult, to say the least, to make these absolutely = 
necessary changes in an orthodox standard instrument covering a — 
widely distributed public issue. 

During most of the 1930’s, direct-placement debt issues were set up 
very much on the pattern of securities to be offered to the general 
public. It was customary to have an indenture running to a corporate 
trustee under which the securities were issued and to provide generally 
all of the machinery normally found in such a document, including 
provisions for advertising for tenders for sinking-fund operations 
and the like. 

As direct-placement financing has developed further, this tyne of 
set-up has been largely abandoned in favor of a simple promissory 
note issued under the terms of a loan agreement running directly 
from the borrower to the institutional lender. These documents are 
in many respects practical counterparts of similar instruments used 
by,commercial banks in the making of term loans. As ua matter of 
fact, in the case of our company we have had instances in which the 
same instrument has served both a commercial bank takine a short- 
term part of a loan and the Prudential as the purchaser of the longer 
term. 

I have with me copies of three loan agreements. I should like to 

call your attention to their form. The first is an agreement between 

the borrower and two commercial banks covering a commitment of 

$1,137,500; the second is an agreement between the same borrower 

and the Prudential covering a borrowing of $2,362,500, bringing the 
total combined borrowing to $3,500,000. These two agreements are 
virtual counterparts in all essential details except as to amounts. The 
bank lending is for a shorter term at a lower rate of interest than the 
long-term loan made by the Prudential. These are exactly the same 
length, and the same type is used for most of the covenants and pro- | 

) visions; that is, the same type setting. 

The third agreement is a several one entered into in a single docu- 

| ment by the borrower, the Prudential, and two commercial banks. 

In view of the striking similarity between a direct-placement trans- 

action with the Prudential and a term bank loan—or, for that matter, 

direct mortgage-loan financing—there would appear to be no more 

reason to require the registration under the Securities Act of any one 
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of the transactions as opposed to another. To our minds this analogy 
indicates clearly that there should be no required registration of a 
direct-placement transaction in securities. 

The various methods of financing are brought into rather clear focus 
by the case of one of the Prudential’s corporate customers which has 
availed itself of Prudential financing in four forms: (1) owned lease 
of one of its factories, by which is meant that the Prudential owns 
the real estate and leases it over a long period to the tenant; (2) direct 
mortgage financing of another factory (both of which are handled 
by our mortgage-loan and real-estate investment department) ; (3) 
promissory-note financing; and (4) preferred-stock financing. All 
four of these transactions were handled directly with the Prudential. 
In addition to this financing, this same corporation has from time to 
time arranged revolving credits with commercial banks and also has 
outstanding with the public common stock on which a registration 
with the Securities and Exchange Commission has been made. As 
there are solely institutional investors involved in all of this financing, 
other than the common stock, it is our firm conviction that no one of 
the transactions need be registered with the Securities and Exchange 
Commission except, of course, the common-stock issue. 

The Securities and Exchange Commission came into being to cure 
a lot of ills that had developed in corporate financing in the late 1920’s. 
The bill was originally known as “truth in securities.” It was the 

urpose of the act to make available, particularly to the inexperienced 

uyer, certain essential information and additionally to disclose all 
material adverse facts. 

The legislation never did purport to have the Securities and Ex- 
change Commission appraise the merits or demerits of a particular 
issue. All that registration under the act requires is a ful! disclosure, 
and each registration statement carries the following notice: 

These securities have not been approved or disapproved by the Securities and 
Exchange Commission or has the Commission passed upon the accuracy or ade- 
quacy of this prospectus. Any representation to the contrary is a criminal 
offense. 

As contrasted with this, institutional executives who have respon- 
sibilities to their boards of directors, as well as to their policyholders, 
are highly conscious of their responsibilities and analyze each security 
from all angles. In other words, the institutional lender appraises 
the merit of the security, whereas the Commission does not. Pruden- 
tial’s analysis goes far beyond the material required to be contained 
in a registration statement, embracing, among other things, a field 
investigation—particularly of the management, character of people, 
and so forth—as well as an analysis of the independent auditor’s 
reports covering a period of years. 

ecently, an investment house mindful of the thoroughness of our 
investigations asked if we would entertain a certain credit based on 
information “within the framework of an SEC registration state- 
ment.” The prospective borrower is a very substantial publicly owned 
company. Its common stock is listed on the New York Stock Ex- 
change, and it has outstanding both registered and unregistered secu- 
rities. 

The proposed financing was both large and for a long period. We 
reviewed a recent registration statement of the company and re- 
luctantly came to the conclusion that we would not be interested in 
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the proposed financing unless we could go much deeper into the com- 
pany’s affairs than would be possible from the registration statement. 

Government protection may well be needed in the public issue where: 
the investor has no contact with the borrower, no access to essential. 
information, and very likely no expert knowledge. We do not feel 
that the Prudential or its policyholders need any additional protection 
on any one of these scores. 

We have had a number of cases where, based on an office analysis 
of the requisite statistical material, we have reached a favorable- 
tentative decision only to change our minds after making a field inspec- 
tion. This is mentioned to show the fact that the statistical analysis 
is only one part of the over-all appraisal of the merits of a particular 
security. 

In direct-placement financing we have seldom run into reluctance 
on the part of the prospective borrower to open the books to us, as 
well as to discuss any and all phases of the company’s operations and 
activities. It would not always be advisable for a corporation to 
make such complete disclosures to the general public, as to do so. 
might well have a bearing on the company’s competitive position. As 
a matter of fact, in those relatively rare cases where we are not given 
all the information which we believe to be necessary, we have not 
entertained the financing. 

A classic case of just that in our company was some proposed 
financing in 1938 by McKesson & Robbins. We were given a mass 
of material, but any data on the crude-drug division was sorely lack- 
ing. When we tried to dig into that part of the business we were 
told that Mr. Coster handled that division personally and would give 
out no information. We did not make the loan. As it turned out, 
the loan would have been perfectly sound. The company was so 
strong that no creditor lost as a result of Coster-Musica’s manip- 
ulations. Although this loan would have turned out satisfactorily, 
the making of such an investment would, of course, have been embar- 
rassing to the institutional investor; and, needless to say, we are glad 
that our investigations resulted in the raising of a red flag with regard 
to the credit. 

I may properly add further that it is not apparent that a regis- 
tration of this issue would have served the same end purpose, except, 
of course, to make liable the signing officer of the borrowing com- 

any—in this case presumably Coster-Musica—but that would have 
ee of no benefit, as he did not live to meet his liabilities. 

The sound administration of the assets of a life-insurance company 
on behalf of the policyholders rests, and inevitably must rest, on the 
integrity and sound judgment of the directors and investment officers 
of the insurance company. Laws and regulations cannot possibly 
supply a substitute for these basic requirements. 

owever, the committee should know that insurance companies are 
subject to comprehensive examinations by the State regulatory author- 
ities. Also the National Association of Insurance Commissioners has 
a committee on valuation of securities, and data is furnished to that 
committee on every direct placement. The data supplied initially, 
and annually thereafter as appropriate, includes the iavieg: 

1. Memorandum outlining the history and operations of the subject 
company. 
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2. Copy of the loan agreement between the insurance company and 
ithe obligor. 

3. Copies of any other legal documents which may be prepared in 
connection with the loan, such as indentures or supplements thereto, 
guaranty agreements, and so forth. 

4. Copies of all modifications of outstanding loan agreements. 

5. In connection with oi] and gas production loans, copies of engi- 
neers’ reports showing estimates of reserves. There is also submitted 
annually a completed questionnaire for each such loan as well as a sup- 
plemental engineers’ report bringing reserve estimates down to date. 

6. Copies of annual reports or audits. 

7. Copies of interim reports. 

The insurance commissioners are empowered to require that securi- 
ties, the intrinsic value of which is impaired, be written down in the 
insurance company’s statement of assets. In practice, this method of 
policing the asset values of the insurance company’s investments has 
worked out very well indeed. The insurance commissioners are very 
realistic in setting values for impaired securities, 

In our reply to your committee’s letter of April 21, we supplied 
figures on the volume of direct-placement financing handled by the 
Prudential during the years 1949, 1950, and 1951, giving a breakdown 
by categories; that is, obligations of political subdivisions, railroads, 
public utilities, and industrials. The Securities and Exchange Com- 
mission has compiled figures on direct-placement financing by cor- 
porations only. 

Attached to this statement as exhibit A is a tabulation showing 
corporate direct placements for the years 1934 to 1950, inclusive, as 
reported by the Securities and Exchange Commission and, for com- 
parative purposes, the Prudential’s yearly direct-placement acquisi- 
tions for the same period, as well as for 1951. 

I have here a second chart. Since this was prepared, the figure for 
1951 was released, and it was $3,400,000,000, which would carry the line 
through the top of the chart. 

After the passage of the Securities Act of 1933, the first direct- 
placement financing entertained by the Prudential was in 1934. In 
that year we purchased four issues, all of which financing was brought 
to us by investment bankers. In three of the four instances the financ- 
ing was brought to us by two or more imvestment houses acting jointly 
on behalf of the prospective borrower. Since that time there has 
been no particular pattern as to the volume of business which we have 
done with and without an agent or other intermediary. 

As indicated on exhibit A, direct-placement financing as a method 
of raising capital has been used more and more cahensivels by industry 
since the close of World War II. The practice has apparently be- 
come so imbedded in our economy that most investment banking 
houses have participated in the direct placement of securities. 

In view of the fact that more and more corporations have embraced 
this method of financing—a very conclusive proof that it has met a 
real economic need—we are very glad that your committee has given 
borrowers an opportunity to present their views at these hearings. 
In the final analysis, they are the primary beneficiaries of this method 
of financing. Furthermore, it is the borrower who decides not only 

how he wants his corporation financed but also with whom he wants 
to do business. It is our opinion that borrowers should have the un- 
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fettered right to choose which method of financing is to be followed 
and that in the case of direct-placement financing there should not be 
a requirement of registration with the Securities and Exchange Com- 
mission, 

I should like to refer to a series of two articles which appeared in 
the March and April 1952 issues of the Federal Reserve Bank of New 
York’s Monthly Review of Credit and Business Conditions. These 
two articles were written under the caption, “Life insurance com- 
panies and the security markets,” and give, we think, an unbiased 
view on the matter of direct-placement financing. The articles go 
rather extensively into the varicus pros and cons of divrect-placement 
financing and conclude with a very significant statement which is 
attached hereto as exhibit B. 

I should like to emphasize that we feel that direct-placement 
financing has made a very real contribution toward the solution of an 
important part of the capital problems of industry and from the ver 
record of the volume of this financing, as indicated by the chart whic 
we exhibited, it is clear that the speed and flexibility of direct-place- 
ment financing must have appealed greatly to industry. 

In closing I should like to quote the last two sentences of the Federal 
Reserve Bulletin’s conclusions on the matter of direct-placement 
financing: 

The direct-placement technique, permitting tailor-made loan agreements at- 
tuned to borrower’s and lender’s requirements and financial positions, has fre- 
quently made possible financing by life-insurance companies in such cases. Thus, 


by channeling a growing volume of the public’s savings to corporate borrowers, 
the life-insurance companies have helped contribute to the growth in industrial 


capacity, employment, and incomes, and the improvement of living standards, that 
have occurred in recent years. 


(The documents referred to in Mr. Stone’s statement are as follows :) 


PRUDENTIAL Exutsit A 


Prudential’s direct placement acquisitions in calendar years 1934-51, compared 
with total direct placements as reported by the SEC 


[Cost in thousands] 





Total direct Prudential direct placements 


- ‘ea placements, 
ears en Dec. 31— corporate 

orp Prudential | Obligations 
bonds and percent of of political 
total issued | subdivisions 
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1 As renorted by the Securities and Exchange Commission in the annual report for the fiscal year ended 
June 30, 1951 (p. 188, table 3, pt. 4). 
§Not available. 
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PRUDENTIAL Exursit B 


MoNTHLY REVIEW oF CREDIT AND BUSINESS CONDITIONS, FEDERAL RESERVE BANK 
or New YorkK, APRIL 1952—Lire INSURANCE COMPANIES AND THE SECURITY 
MARKETS 

CONCLUSIONS 


The very substantial growth of life insurance investment funds, as part of 
the growth in institutionalized forms of savings over the past 30 years or more, 
has brought significant change: in the methods of financing business and other 
capital needs and has added many elements of financial stability in the economy. 
Perhaps the most significant aspect is that more than ever before in American 
economic history the functions of lending and investing are being carried out 
by experts and specialists. The further implication has been suggested that 
such specialization should keep losses and defaults to a minimum and so 
minimize their tendency to aggravate business recessions. 

The development and growth of the private-placement technique of financing 
is a further source of financial and economic stability, at least on the down 
side of the business cycle, in that flexible loan agreements arranged through 
this technique permit appropriate changes which, in periods of business decline, 
can help stave off defaults and reduce losses. Equally important as a stabilizing 
clement is the fact that corporations, as part of the private-placement arrange- 
ment, may obtain advance commitments for funds—a practice which may 
encourage the tendency on the part of corporate management to engage in 
long-range investment planning. The knowledge, too, that changes in 
loan agreements—such as the temporary waiver of sinking fund payments— 
may be made in periods of adversity without forcing a borrower into bank- 
ruptcy may also lead to greater willingness to borrow on long term, in order 
te plan business capital expenditures ahead. On the other hand, borrowers 
may face the risk that adversity will subject then to greater pressure from 
lending institutions for a voice in the management. 

The great financial strength of the life-insurance companies and other major 
institutions and the fact that they are long-term investors enables them, however, 
to ride with and see through a debtor's situation which temporarily turns 
unsatisfactory. A further factor of stability during future recessions may 
come from the fact that such investors are likely to be less influenced by those 
3arket-price tendencies which in the past have led to fear liquidation, often 
without regard to the fundamental strength of the securities or other invest- 
ments liquidated. Moreover, along with the growth of life insurance company 
funds there has developed a choice of alternative methods of debt financing 
(as contrasted with equity financing). Where a borrowing corporation had 
only one major source of capital financing in the twenties—fiotations of new 
bond issues in the market through investment underwriters—it now has, in 
many cases, the possibility of direct financing as well. The competition between 
the two, furthermore, has tended to favor the borrowers in that it enables them 
to obtain the most advantageous terms and rates, and has actually (as new 
lending techniques have been developed) made loanable transactions that might 
formerly have been difficult to finance. The direct-placement technique, per- 
mitting tailor-made loan agreements attuned to borrower's and lender’s require- 
ments and financial positions, has frequently made possible financing by life- 
ivsurance companies in such cases. Thus, by channeling a growing volume 
cf the public’s savings to corporate borrowers, the life-insurance companies have 
helped contribute to the growth in industrial capacity, employment and incomes,. 
and the improvement of living standards that have occurred in recent years. 


Mr. Heturr. Are there any questions? 

Mr. Stone, is it your position that more attractive terms and inden- 
ture provisions can be arranged by direct negotiations? 

Mr, Stone. Yes, sir; better for both sides, I would say, both the 
borrower and the lender. 

Mr. Hettrr. Is it also your contention that the small borrowers 
are able to get money more economically in that manner ? 

Mr. Stone. Yes, sir. In view of the testimony this morning, I 
have gotten out here a Harvard Business Review of November 1950, 
and I don’t know whether that has been called to your attention, but 
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on page 73 there is an exhibit showing costs of a number of issues. 
The highest cost area is in the half a million to two million dollar 
bracket, and here it shows that expenses other than commissions, all 
other expenses, on issues between half a million dollars and a million 
dollars ran 3.12 percent; between one million and two million, it was 
2.14 percent. After you get over $50 million, the expense dropped 
down to 0.39 percent. 

Mr. Heuer. In recent years, going back during the past 2 years, 
say, in 1950 and 1951, have you had any intermediaries placing these 
loan agreements? 

Mr. Stone. Yes, sir. 

Mr. Hetzer. Or do you do that directly ? 

Mr. Stone. For 1951, the number of issues brought in by inter- 
mediaries was 22 percent. That is, 22 percent of the cases came in 
through intermediaries. 

Mr. Heuer. The figures you are giving me now are for 1950? 

Mr. Srone. That is 22 percent in 1951; and in dollars, it was 33.2 

reent. And for the year 1950, the number of issues was 32.1 percent, 
and of the dollars, 42.7 percent. 

Over this whole period from 1934 to date, the numbers are almost 
counterparts: the number of issues averaged 37.5 percent with inter- 
mediaries, and the money was 36.7 percent. 

Mr. Hettrr. Is it your contention that direct placements give more 
disclosure to the lender than under the act ? 

Mr. Stone. To us; yes, definitely. 
= Hetier. You have a separate department investigating these 
oans 

Mr. Stone. Yes, sir; that is the business of my department—the 
investigation of all of these loans, and we make field examinations in 
all cases. 

Mr. Heiter. How much money does your company now have in- 
vested, if you care to tell us, in securities through direct placements? 

Mr. Stone. At the year end 1951, direct placements totaled $2,- 
331,547,000. 

Mr. Hetier. Over how long a period of time were these loans made, 
aggregating $2,331 million? 

Mr. Stone. That has been an accumulation. We have had to put 
out a good deal more than that, because many issues have pow dg in 
the interim or been refunded. 

Mr. Heturr. Can you give me an approximate idea as to how long 
a period of time it has taken to make those loans? 

Mr. Srone. Most of that has been acquired, or a very important 
share of it, particularly on the industrial front, since the close of the 
war. Our industrial portfolio got down to $229 million. 

Mr. Heuer. Since 1945; is that correct ? 

Mr. Stone. Yes. I will have that verified. I think the low figure 
was down to $229 million,’ and at the close of the year 1951 the 
corporate direct placement paper was $2,168,000,000. I am sorry, I 
should have given you only industrial for comparative purposes. Of 
industrial only, it was $1,688,846,000. 


1Mr. Stone later stated that the correct figure was $229,441,000 and that the low point 
occurred in July 1946. 
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The percentages of direct placement as a percentage of total hold- 
ing range all of the way from almost 99 percent of our holding of 
United States political subdivision paper down to, I guess the rail- 
road is the bottom one, a little under 714 percent of our railroad 
portfolio. 

Mr. Hetirr. Has your company ever suffered any losses in the 
acquisition of securities through direct placement ? 

r. Sronr. No, we have never suffered a loss, but we have five 
issues that are considered not amply secured, and they have been 
marked down by the regulatory authorities. 

Mr. Hetxier. What do you mean by that? 

Mr. Stone. They set a value on impaired securities at which we 
carry them in our balance sheet. 

Mr. Heuer. What is the longest maturing period for which your 
company has made any direct loan ¢ 

Mr. Stone. I am sorry, I had an interruption and I did not hear 

ou. 
: Mr. Hetier. What is the longest maturity period for which your 
company has made any direct loan? 

Mr. Stone. The apparent longest one is 100 years; and I put it 
that way, “apparent,” because at either our option or the borrower’s 
option, after 1959, in one case, and after 1960 in the other, either one 
of us can convert it into a 25-year piece of paper. 

Mr. Heuer. That is an i ype of loan; is it not? 

Mr. Stone. That is very unusual. 

Mr. Hetier. What is the average maturing date? 

Mr. Srone. Our loans would run in the area of 12 to 20 years. 
More recently, that might be moved out to 25 years. The term of 
our lending we normally try to gear to the interest rate. If the inter- 
est rate is very low, we do not want to put our money out for too 
long a term. 

Mr. Heuer. I suppose the interest rates vary; is that correct? 

“0 Strong. Yes, they do. It is a direct result of supply and de- 
mand. 

Mr. Hetier. What is the present interest rate? 

Mr. Srone. It literally varies all over the lot, anywhere from 
slightly over 3 percent to 4144 percent. That is a function of quality, 
among other things. 

Mr. Hetter. In dealing with borrowers, does your company seek 
to place people on the board of directors of the borrower, or otherwise 
influence the managements of the borrowing company ? 

Mr. Srone. No, sir. As a matter of fact, we have a direct policy 
in reverse, and we do not go on boards in connection with our invest- 
ments. 

Mr. Hetter. How many directors are there of your company ? 

Mr Stone. In our company, there are 16. 

Mr. Hetuier. Are any of those directors, directors also in railroad 
companies ¢ 

r. Stone. I am sure they are, but I could not name them for you. 
I have just been prodded. Col. Franklin D’Olier is on the Pennsyl- 
vania Railroad board. I did not think to bring that with me. I 
can supply that information. 








i 
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(The information follows :) 
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| Date of 
Prudential director Also director of— | original 
connection 
| 
Charles B. Bradley_-__._._.---- United New Jersey R. R. & Canal Co_____.____-- ‘tie bee | Dee. 6,1938 
Horace K. Corbin_...........- New York & Long Branch R. R. Co ..............--....- | May 6, 1944 
Franklin D’Olier____.._..__.__| Pennsylvania R. R. Co____-..._-- A tidak cdelelgts der ..| Dee. 28, 1932 
Alexander C. Nagle... _.......| New York Centrai R. R. Co__..._. uitieada dada 222] sept. 12, 1945 
Cleveland, Cincinnati, Chicago & St. Louis Ry. Co_._._.| Apr. 9, 1947 
Detroit River Tunnel Co--. wie ee mer (lfel 
Indiana Harbor Belt R. R. Co_-___.- : a Dec. 12, 1945 
Michigan Central R. R. Co.......................-------- | Apr. 9, 1947 
New York & Harlem R. R. Co_. ..._...-._.----- -one-e-nf May 20, 1947 
Pittsburgh & Lake Erie R. R. Co Gans ..-| Nov. 14,1945 
Roy E. Tomlinson. --_._.....-- Delaware, Lackawanna & Western R. R_____..---- Feb. —, 1930 





Mr. Herter. Is there any competition among the insurance com- 
panies in connection with negotiations for direct placements? In 
other words, does the borrower solicit a number of companies at the 
same time ¢ 

Mr. Stone. There is very keen competition, but as a rule he does not 
shop around several places at once. I guess you might call it the 
custom of finance in our business that a negotiation is entered into, 
and if a satisfactory end result can be obtained, the business is done. 
Normally, the borrower makes up his mind first where he would like 
to try to do the business. 

Mr. Hetiter. Does your company engage in conditional sales agree- 
ments for railroad equipment 

Mr. Stone. We have a single case, a conditional sales contract. 

Mr. Hetier. Would you tell us what case that is? 

Mr. Srone. New York, Susquehanna & Western. There are eight 
interurban cars, and that is a deal in which we are partners with a 
bank who also bought contracts on eight, and they are operated by the 
railroad or by the trustee in bankruptcy. 

Mr. Hetter. When did you obtain that interest ? 

Mr. Stone. Quite recently. As a matter of fact, our New Jersey 
law was only amended last year, and that has been a recent transaction, 
and I am not sure it is all paid out as yet. 

It is all paid out, I am informed. 

I might point out in that connection, as I said, this road is in bank- 
ruptcy, so they had to get the permission of the court to enter into this 
transaction, and so it has that approval. 

Mr. Hetter. Outside of this New York, Susquehanna & Western 
sale, you have no others; is that correct? 

Mr. Stone. No conditional sales contracts. We own and lease some 
Diesel locomotives, five Diesel locomotives, to Norfolk & Southern 
Railroad. I am sorry I cannot carry all of these in my head. 

Mr. Heiter. Do conditional sales contracts have to be approved by 
the Interstate Commerce Commission ¢ 

Mr. Stone. No. Conditional sales contracts or owned-lease do not 
have to be approved. 

I might point out in connection with both of them, direct placement 
financing lends itself unusually well, because it takes quite a period to 
produce the a I believe Norfolk & Southern is not all paid 
out. I am informed that they are paid out, but at any rate, they were 


paid out over a period; and that, of course, would not be possible in a 
public financing. 
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Mr. Hetier. Assuming there was compulsory registration for direct 
placements, have any situations presented themselves, in your opinion, 
where it would have been harmful to the borrowers’ business if the 
borrowers could not negotiate for direct placements without having to 
resort to SEC registration ? 

Mr. Stone. Yes, we have had a number of such cases. I believe 
one of the witnesses to appear here is going to testify on that very 
point. 

Mr. Hetier. What is his name, please? 

Mr. Stone. Colonel Simpson. 

Mr. Heuer. I note in your statement on page 5, and I quote: 

The legislation never did purport to have the Securities and Exchange Com- 
mission appraise the merits or demerits of a particular issue. 

Is it your view that these issues ought to be appraised ? 

Mr. Stone. No, sir. I think that that has got to be done by the 
investor. I think he ought to have adequate fs Narenation on which to 
make his appraisal and decision. 

Mr. Hevier. You think the Commission ought to make an appraisal 
of the securities that are registered ? 

Mr. Stone. I do not know. 

Mr. Heiter. Do you make a field inspection in every application 
for a loan? 

Mr. Stone. Yes. There would be exceptions in repeat business, and 
in some very large corporations where we know of them and have 
known them over the years, and might not make an appraisal at that 
point. But we would keep ourselves up to date with the management, 
and as a matter of fact, we check in with our companies as we can. 
If we are in an area, we will drop in and see any customer. 

Mr. Hetier. What is the average size of a loan? 

Mr. Stone. We have 504 or 509 cases. You mean of direct-place- 
ment loans, now ? 

Mr. Heuier. Yes. 

Mr. Srone. Well, you mean in the portfolio now, or for last 
year ¢ 

Mr. Heuier. Take this year or last year, it does not make any 
difference. 

Mr. Stone. Roughly $6 million was the average loan last year. 

Mr. Hewier. Tat is the average loan? 

Mr. Stone. Yes, sir. 

Mr. Hetier. How long a period of time does it take to consum- 
mate it? 

Mr. Stone. That varies tremendously. We have one loan that we 
have been working on for literally months, and it is a very compli- 
cated one; and I can carry all of the way to the other end of the 
spectrum, we had an old customer that we have had since 1938 that 
came in recently—or I will put it another way. The agent called us 
and said the president would return on 'Thursday, and could we have 
a proposal available for him; and we made the proposal Thursday 
and he accepted it Thursday afternoon, and we had a contract on his 
desk Monday morning, and it was approved by his board Monday 
afternoon and by our board Tuesday afternoon, 

Mr. Hevier. That was a renewal loan? 

Mr. Stone. It was an additional loan. 

Mr. Hetier. Take the average loan, one that comes in for the first 
time. How long does it take to consummate it? 
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Mr. Stone. I would hesitate to generalize on that. I would hate to 
generalize on that. I would say 2 weeks. We can talk out the terms 
of a deal and dispatch somebody to the field almost immediately, and 
in the meantime we will have somebody working on the audits, 
various members of our organization working simultaneously on dif- 
ferent phases of it. 

Mr. Heiter. I would say that was pretty speedy service, if it is 
only 2 weeks. 

Mr. Stone. We have a great many of them in less than 2 weeks, 
and I was just trying to hit some number, but as a matter of fact— 
Mr. Brock, can you give me any estimate on that ¢ 

Mr. Brock. Between 2 and 3 weeks is an average. 

Mr. Srone. I should point out that is for consummation and actual 
pay-out, but the contract could have been signed ahead of that, and 
thus the borrower has a bankable piece of paper. 

Mr. Hetier. Would you care to comment on a statement made by 
Mr. Patton—you heard him testify, I believe—that private place- 
ments are an evasion of the spirit and intent of the Securities Act. 

Mr. Stone. I do not believe it is. My understanding of the Se- 
curities Act was that it was “truth in securities,” and not a means of 
appraising the merits or demerits of an issue. 

Mr. Hetier. Your contention is that private placements are in the 
interest of the public? 

Mr. Srone. I think very much so, and it is in the interest of our pub- 
lic of 28,000,000 policyholders. 

Mr. Hetwer. f think that that is all. Thank ‘you very much for 
your very able statement and the facts you have presented to the 
subcommittee. 

Mr. Srone. In the meantime, I have the figure. Our average indus- 
trial direct placement on our books as of April 30 was $5,420,000. 

Mr. Hetrer. Thank you. 

We shall now hear from Mr. Paynter. 


STATEMENT OF RICHARD K. PAYNTER, JR., FINANCIAL VICE 
PRESIDENT OF THE NEW YORK LIFE INSURANCE CO., NEW 


YORK 


Mr. Paynter. Much has been written recently on the subject of the 
so-called direct or private placement, including an excellent article in 
the Federal Reserve Bank of New York Review for March of 1952, 
and it is our understanding that a number of companies intend to pre- 
sent considerable material at the hearings on May 20 and May 21. 
Therefore, this statement will be confined to some observations from 
our own experience in dealing with direct placements and our views 
with respect to the desirability of amending the Securities Act of 1933 
to require the registration of the direct placements with the Securities 
and Exchange Commission. 

Because of an occasional dramatic instance in connection with di- 
rect placements, the sale of securities by a company to one or more in- 
formed buyers, either with or without the benefit of an agent, runs 
the risk of being considered strange and apart from all ordinary 
financial transactions. 

In the first place, it should be recalled that prior to World War I, 
the merchandising of bonds to the general public through salesmen 
was the exception rather than the rule, and it was only after the suc- 
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cess of the Liberty Loan campaigns that securities were generally dis- 
tributed in this fashion. 

By the middle of the thirties, the expense of such distribution became 
too great and at the same time any widespread demand by individuals 
for bonds vanished under the twin impact of low interest rates and 
higher taxes. 

From that point on the life, fire, and casualty companies, savings 
banks, pension and trust funds, became logical places to raise cor- 
porate money by long-term borrowing. In the aie of the transi- 
tion some alert borrowers, conscious of what had happened, went 
directly to these sources of investment funds. Some investment 
bankers, conscious of a change in the method of doing business but 
not seeing clearly how it would come out, opposed such direct ap- 
proach. The waiting period and statistical requirements of the Secu- 
rities Act plus the apprehension of the costs in filing, sped many cor- 
porations toward the direct placement. 

It is our feeling that today much of this confusion has disappeared. 
We doubt very much if cost is a prime factor in the decision of the 
corporation. It is still, in the opinion of many corporate borrowers, 
a very burdensome situation to have to do the paper work required 
and the required waiting period is a source of great worry and pos- 
sible financial penalty in times of quickly changing markets. It has 
been our experience that the investment bankers have most properly 
resorted to a direct placement as another method of distributing 
securities and are content with this evolutionary change. 

It is interesting to recall that over the period 1934 to date approxi- 
mately two-thirds of all of the direct placements which this company 
has purchased have come to us through an agent for the borrower and 
that the tendency is still increasing in that direction. 

Our chief consideration about any financing is whether it offers a 
sound and legal investment that meets our needs at that time. It has 
never been of any concern to us whether the method of distribution 
be a direct placement, a negotiated public sale, or through competitive 
bidding. We believe each has a useful place in capital transactions. 
We do, however, feel that it is most important that the borrower 
should be free at all times to select the method which, in the opinion 
of its responsible officers and its financial advisers, is best suited to 
its need at the particular time. 

Any requirement of the registration of direct placements under the 
Securities Act which would subject such borrowings to those provi- 
sions in the act which were designed to furnish information to unin- 
formed buyers is, in our opinion, unnecessary and would hamper what 
has proved to be an effective means for financing American industry. 
We do not believe that additional protection would be given to our 

licyholders by such requirement as our own evaluation of a proposed 

rrowing not only covers the financial material which hae 5 be 
available under such a requirement but much additional material such 
as studies of management, product, industry, and trends. The size 
of the portfolio of the investor who purchases direct placements neces- 
sitates the maintenance of an investment organization trained for 
these purposes. 

If registration under the Securities Act was free from the so-called 
waiting period and the company was required to file only the type of 
information which is ordinarily made available to the statistical 
services, our main objections would be removed. 
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Mr. Hetier. Thank you very much, Mr. Paynter. 
The next witness is Mr. Call. 


STATEMENT OF ASA V. CALL, PRESIDENT OF THE PACIFIC 
MUTUAL LIFE INSURANCE CO., LOS ANGELES, CALIF. 


Mr. Herter. You may proceed, Mr. Call. 

Mr. Cai. My name is Asa V. Call. I am president of the Pacific 
Mutual Life Insurance Co., which has its principal place of business 
in Los Angeles, Calif. I appear here before this committee in that 
see alone, and I am not speaking for any other company. 

am opposed to the registration of securities sold by direct place- 
ment with the Securities and Exchange Commission on three grounds: 

1. The sale of securities by direct placement is in full accord with 
the spirit and intent of the Securities Act of 1933, which, for valid and 
specific reasons, specifically provides for their exemption. 

2. The Securities Act of 1933, exempting direct placements from 
the jurisdiction of the Commission, has not handicapped the Pacific 
Mutual Life Insurance Co., which is a company of medium size, in the 
acquisition of direct placements in amount, in location, or in type, 
to whatever extent it may have desired. 

3. The infringement of the free market, which would result from 
the proposed extension of the authority of the Securities and Ex- 
change Commission, would have a tendency to restrict competition. 

I shall now discuss with you in detail these objections: 

Sale of securities by direct placement is in full accord with the spirit 
and intent of the Securities Act of 1933, which specifically provides 
for their exemption. 

The purpose of the Securities Act of 1933 is “to provide full and 
fair disclosure of the character of securities sold in interstate and 
foreign commerce and through the mails and to prevent frauds in the 
sale thereof and for other purposes.” 

The act specifically exempts transactions by an issuer not involving 
any public offering (sec. 4 (\) ) and the Securities and Exchange Com- 
mission has expressed an opinion describing the factors which may 
determine the nature of the offering (release No. 285, January 24, 
1935). 

The principal buyers of securities by direct placement are of insti- 
tutional character such as insurance companies, pension funds, trust 
funds, and other financial organizations. Such buyers employ com- 

etent and experienced investment personnel to obtain the facts and to 
judge the quality and price of securities offered to them. These 
buyers demand and obtain full and fair disclosure of facts considered 
by them to be important before committing their institutions to a 
purchase whether or not the security is registered with the Securities 
and Exchange Commission. 

T do not question the necessity in any sotiety for laws suitable to the 
prevention of fraud and dishonesty, but state unequivocally that no 
law can possibly protect policyholders, bank depositors, pension fund 
beneficiaries, or other trustors from the mistakes of incompetent man- 
agement. 

Securities are only one of the many investment media used by 
financial institutions with which to employ their funds. Mortgage u 
loans, ownership of real estate, and commercial loans are some of the 
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other types of investments in which the element of risk is also en- 
countered, yet registration of these types of investment with Govern- 
ment commissions is not required. 

This comparison is a very direct one, for many businesses are 
financed by a combination of mortgage or*other type loans and bank 
loans rather than by public sale of debt securities. In such cases the 
policyholders, pension-fund beneficiaries, bank depositors, and trustors 
rely directly on the competence and skill of management rather than 
upon the mechanics of Government control and regulation. 

Study of financial history prior to the passage of the Securities Act 
ef 1933 will reveal that the act was designed to protect the small in- 
vestor and that the exemption of direct placement securities was placed 
in the act to relieve the professional investor and many businesses of 
the burdens of unnecessary Government regulation*and control. 

The character of the securities issued under direct placement is evi- 
dence of this, for most securities of this type are negotiated with 
extreme care to fit the needs of both buyer and seller. Many times the 
purchase agreement includes terms which would not be acceptable in 
public offering and sale and yet such terms are of material advantage 
to the contracting parties. The stand-by commitment is one of these. 

Many direct placements provide that funds wil! be drawn down by 
the borrower over an extended period under certain terms and con- 
ditions including a stand-by fee. 

Construction commitments dependent upon such advance financial 
arrangements can be undertaken only on the basis of absolute confi- 
dence that the funds will be forthcoming at a definite price and date. 
The institutional investor can supply such confidence, whereas the 
general public cannot. As to loan and indenture terms the direct place- 
ment security offers an opportunity for the most flexible relationship 
between borrower and lender facilitating amendment and adjustment 
as experience and economic developments may dictate. 

Public offering and sale impedes and prevents this. 

Furthermore, it is manifestly impossible for the unskilled investor 
to negotiate and arrange such technical terms as these. 

There are many competitive factors which influence both the buyer 
and the seller of direct placement securities. A corporation man- 
agement which undertakes financing must first decide on the type of 
financing, whether it is to be by mortgage loan, by bank loan, by the 
issuance of long-term mortgage bonds, or by debentures, preferred 
stock, or common stock. 

Indeed, the final financing may take the form of a combination of 
more than one of these. In each case price, the cost of negotiation, 
the ease of negotiation, and the terms of the financing must be con- 
sidered. It is only in the case of securities that registration under the 
Securities Act of 1933 is required, and this is considered necessary only 
if the securities are sold by public offering. 

If the management decides on the issuance of securities, it must then 
decide whether to dispose of them by public offering or by direct place- 
ment. Each of these methods offers certain definite advantages. The 
direct placement includes such advantages as the stand-by commit- 
ment, the opportunity for flexible amendment of indenture terms, 
rapidity of negotiation, and the saving of both registration costs and 
underwriting costs. 
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Sale by public offering carries with it such advantages as wide dis- 
tribution of ownership, indenture terms which are generally less re- 
strictive than in the case of direct placements, a higher price for the 
securities sometimes may be obtained, and frequently a corporation 
may be able to make substantial gains by the purchase of sinking-fund 
bonds in the open market, ahaa I do not agree is as moral as it has 
been suggested here this morning. 

From the standpoint of the lender, the direct placement offers the 
advantages of closely negotiated terms, of lower price and consequently 
higher yield resulting from saving of registration costs and under- 
writing costs, opportunity to place funds well in advance of their 
arailabilizy. and a relationship with the corporate management which 
enables the investor to follow other affairs of the corporation with 
greater familiarity and exactitude. Purchase of securities offered pub- 
licly offers such advantages as ease of public purchase, a prevailing 
market, and broad public recognition of the quality of the company’s 
credit. 

All these factors are considered by both the buyer and seller of 
securities in arriving at a choice between a publicly offered security 
as against a direct placement. 

Buyers and sellers of securities would continue to exercise a choice 
between public offering and direct placement, even though the Securi- 
ties Act of 1933 were to be repealed. 

From the standpoint of the investor or lender, it is necessary to meet 
these various competitive factors in order to obtain securities of the 
type which are customarily offered by direct placement. In meeting 
such competition he is not only competing with other investors in 
securities but with mortgage lenders, bank lenders, with direct place- 
ment buyers, and in a sense with underwriters who are anxious to 
obtain the underwriting fees arising from public offering. This is 
a wholesome situation for it acts with direct force upon the price at 
which securities eventually are sold, and this price is set by a free 
market. 

The manner in which such competition must be met is for the inves- 
tor to employ competent and experienced personnel to judge the qual- 
ity and price of securities which are offered both publicly and 
privately. The investor must make his needs known in the market 
»lace and indicate his willingness to negotiate and his ideas of price. 

Te must be capable of decisive action and act with good faith toward 
borrowers and their representatives. Above all, he must be willing 
to pay competitive prices. 

Competitive prices is a matter which deserves some further consid- 
eration. It has been frequently observed that great industrial corpo- 
rations are willing to pay higher interest rates for directly placed 
securities than for securities sold by public offering. 

This is because such investors believe directly placed securities offer 
certain advantages over those sold by public offering. At any time 
when the price of publicly offered securities is sufficiently high to offset 
the advantage of direct placement, those securities will be sold by pub- 
lic offering. No law can successfully oppose this principle, and, in 
fact, it would be highly undesirable to attempt its opposition by the 
passage of law. 

Bearing upon this subject are statements which have been made to 
the effect that small investors find it difficult to obtain their “fair 
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share” of certain types of securities marketed by this direct placement 
method. As I have stated, such investors must meet the competition 
of a free market and they must be willing to pay a suitable price for 
the securities. They must be willing to find this type of borrower. If 
they are willing to do this, they will obtain securities in satisfactory 
volume. 

This makes it sound simple, but it is as simple as that. Money today 
must be merchandised just as any other commodity. Particularly 1 
this true when, speaking in the investment sense, we recognize that 
our commodity, money, is the only one that has continuously increased 
in supply for the past 15 years or so. 

During the while, and partly because of this circumstance, there 
have been many changes in the business of making investments and 
loaning money. 

Of recent years the emphasis has been placed more on the activities 
of lenders rather than borrowers in seeking investments of most types. 
The successful institutional investor today must aggressively seek out 
the majority of the investments he desires. We have to go after our 
investment opportunities—not wait for them. I borrow an expression 
from the manufacturing industry to make this point—in that industry 
they refer to a process of “tooling up”—that is precisely what we in 
the life-insurance industry must do in the way of developing organiza- 
tions with the technical skill and know-how to successfully cope with 
investment problems today, be they direct placements, public offerings, 
mortgage loans, or fee investments in real estate. 

I do not consider ourselves in any way hampered by preesnt prac- 
tices in the direct placement market. We secure all of the direct 
placement opportunities that we need. It is true that the competition 
of other companies, large or small, may limit the business of this sort 
that we can get. But we do not get all the insurance business so we 
cannot possibly handle all of the investment opportunities. We are 
satisfied that we get a share of the direct placements that is propor- 
tional to the funds we have available for such investment. That is 
all we believe we are entitled to. Those who understand the advan- 
tages of free enterprise and free markets know that the stimulus of 
competition is good for all who take part in it. They know also that 
competition is the best protection against unfair treatment of either 
buyer or seller, lender or borrower. 

At the conclusion of this statement there are various tables and 
charts which will show the experience of Pacific Mutual Life Insurance 
Co. in the field of direct placements. In the insurance industry Pacific 
Mutual is of medium size, having total assets of about $417,000,000 and 
a security account of about $185,000,000. But after I heard Mr. Wilde 
say that his was a little on the high side of medium, I will say ours is 
of the small size. Our assets are, at the end of the year, $417,000,000, 
and we had a security account of about $185,000,000. 

The company’s experience in the direct-placement field has been a 
wholly satisfactory one. It now has an investment account of about 
60 direct-placement loans, totaling $32,000,000—and we have commit- 
ments to advance another $6,000,000 or $8,000,000 on some of those 
loans—in a well-diversified group of industries. 

The company has had ample opportunity for discriminating selec- 
tion in obtaining these loans, and in the process of building up the 
present portfolio it has reviewed several hundred dirdet-piicenbiine 
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investments. The loans have been obtained both as the result of offer- 
ings by dealers and as the result of direct inquiries from issuing 
corporations. 

o accumulate this portfolio, it has been necessary to employ expert 
personnel to do the work involved, to make known the company’s re- 
quirements, its willingness to negotiate, and to act in good faith toward 
the borrowers and their representatives. As a result of these policies, 
the company has received a ready flow of particiations and offerings in 
the direct placement filed. 

I ask your committee to consider also that the Securities Act of 1933 
was not designed to provide any investor with a “fair share” of any 
issue of securities, nor was it designed to provide investors with op- 
portunities for diversification, nor to control or affect the price of 
securities. It is neither possible nor desirable to provide for this by 
law. 

Regulation and control impede and restrict the natural operation of 
a free market. When such restrictions are found to be undesirable, it 
is advisable to decrease rather than to increase regulation. 

The development of the direct placement is not due solely to the 
passage of the Securities Act of 1933, but there is probability that the — 
additional costs, delays, and liabilities imposed upon the public sale 
of securities under the act have encouraged the growth of direct place- 
ment financing. 

I believe that the protective features of the Securities Act of 1933 
are not necessary for the protection of life-insurance investors. 

T also bélieve that the Securities Act was not designed to provide any 
investor with his “fair share” of securities or with a diversified povt- 
folio. Each investor must purchase securities of his selection in the 
open market at a competitive price. This is a wholly desirable and 
natural situation. 

Insofar as the Securities Act of 1933 impedes this process, it is 
undesirable. 

In conclusion, the direct placement method of security loans in a 
good example of the efficiency, adaptability, low cost, and mutual bene- 
fits to be found in free markets. As has been pointed out, it has de- 
veloped because it is to the mutual advantage of both lender and 
borrower, and only because of this. The gain to both lenders and 
borrowers means a gain to those whom they serve, their policyholders 
and customers, clients, employees, stockholders, and the governments 
| to which they pay taxes. 

The market for private placements, so far as medium- and small- 
sized companies are concerned, is only measured by their interest in 
making investments of this type. 

As an institutional investor Pacific Mutual does not believe that it 
needs any of the protections afforded by the Security Act of 1933. 

The experts we employ for this purpose are as much concerned with 
getting the facts and evaluating them as are the experts of any other 
agency. This being so, then there is no justification for seeking to 
impose restrictions on private placements of securities. 

To suggest that private placements should be registered with the 
Securities and Exchange Commission is to suggest that the policy- 
holders of life-insurance companies need protection against the negli- 
gence and laxness of insurance company officials. The record of 
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management in our industry is deserving of better treatment and 
recognition. 

Reduced to the least common denominator, this suggestion of fur- 
ther extension of Government control could only emanate from a 
desire to expand the scope of Government itself, an action, in the 
face of the record, that would be harmful to the best interests of our 

licyholders. 

(The documents submitted by Mr. Call are as follows :) 


PacitFric Mutua. Lire INSURANCE Co. Direct PLACEMENT INVESTMENTS 


Summary of direct placement loans by industry classification 


























. : Outstanding Number of 
Classification Dec. 31, 1951 issues 
Utility: 

EE EE a ee Se Ee BPS SE SS « SEP ee Ee ee Fa Scena) Oe $2, 862, 500 5 
I .dapnsbhachotikedenciahhsocbodcabectgadéscdiaeddadhatueotbae 2, 348, 000 9 
, ES es Sees Se OS Sees ee Ee eS 5, 013, 850 16 
Se I on cccultqwndseseccbeccuctcetanineeididabaatsdlrendana 3, 487, 500 5 

I oncncal nckcthaninnabenanhdgietniaeadinteitte chekdie ded 13, 711, 850 35 

Other: 

IN. n cnececcannd<crtunssdonaspeitds Ges bettie 520, 000 1 
a RR. RC ES SEE SS oS “St eee as 1, 203, 000 2 
Se FR aD RS Se AE SS OS ES 736, 000 1 
nn  ebocbaadiiioncetdnsuteutabavenhes 500, 000 1 
ES = ERS Ee CE SRS FE GSE EVI EES SS PE SP: 2, 000, 000 1 
Ph dhitenaddenaded OS CFR ae SF EME UES BE 1 BM APD, Fa Fa 4, 174, 000 6 
DADOIEEY GRORTUEDS 94x is tein ciccdeteeiccicsmdsbasecdattilipeesene 500, 000 2 
RE ae EOL LD PRG OE TE OLIN SE ae 587, 000 2 
EN EES eee PRE PN IE ARS NY alii 935, 375 5 
ERE REE SEN SY FP ERS oe 2, 250, 000 2 
EE ES EERE DOLLS EE EAD 2, 514, 000 6 
ji “tata aaa SEE © SX OFF Ree VO a ae | 928, 750 1 
9 SIN a Ea “SSL NS SE BL Se 136, 000 1 

RR Se a ee SAS RN Se | 18, 184, 125 31 

Grand total_........-- fe IE TAA PTE Tc tees aes aioe 8 as ore 31, 895, 975 | 1 66 





166 issues involving 54 companies. 


Summary of direct placement loans made, by source of business 




















Loans made to 
| Dec. 31, 1951 
Dealer ae me 
| 
Number Amount 
' 
ee RE eS Se See Se Ee ers Poe eee ee yee CRORE PYRE 5 «| $5,075,000 
Sine ROE OS I CR Ae Ghd REN RENO eee Neeee ON | 8 | a 883, 000 
pS ESE) DE TRAE OS BY Gt 1 HS Ee eet oe , 12 | 3,685,000 
SS PRO 9S) SRE OS ORR Ge OR Em a aba Ge | FER 2 | 2,550,000 
IOS TA SS TR HE STE Le Te nS eee 1 | 2, 000, 000 
a ES EE ET BE: AE: PRE ST GA Ree RS Te Cees Ost 2 1, 400, 000 
it SEIN OES RD ONS: SRR SS Oe FR AO ARSE Fe BS 2 we. 3 2% 1, 292, 000 
RRR a EC ee SF De Ks a ae ae Pe SE: eae t 144) 1, 167, 000 
nn: <5) tas ddsenstitcecwarnaasdtih«cdache<es¥iametctkves stan; 1 | 950, 000 
ET ELE. AED | LOT EAT EAE SESS SESE aT 1 886, 000 
TE EES: RES BGS. + IR LR GE BR I 1 750, 000 
SO RG a: OE a RO | AE Oar Ae 1 600, 000 
NS Ee UR a : LEE LE EE EE GE Sl a | 1 500, 000 
SE < RPE aE a, ola AER GARE. SORE eae | 44 274, 000 
,. ° ,  eaONeseea LE RE LAM IE LR TE L4| 274, 000 
EIN Sic: socevoen edcaiccns otanicheabiian BS ERS ROTEL Te | Ya) 166, 000 
int | peubcabninbipainbaeieeddaeittng ed catmhicktadiahicemaniiniete ERS 40 26. 452, 000 
Without dealer_.....__- PE A Se ee a Ree Car ee ee Le ae eS ee | 19 | 11,346,000 
I TRUIIIES c Sbisetbicecdala bass saccuslnunieaseiedidah ad dcaake Saat aia atcat et) 59 | 37,798,000 
| 
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Progress study—private placements, Dec. 31, 1951 





| 


| | 
| Approx- 























Amount at year end | “fmate 
| Num- average 
Pacific Mutual Amount Ameust Total for | ber of yields on 
participation in loans loaned a sold year com- | Num- loans 
panies | By size | Total | ber of | made 
y | com- | during 
| | panies; year 
| | 
To June 1947: Percent 
Over $2,500,000. _ ......|$3, 700, 000)._.._..... $3, 700, 000 5 $3, 700, 000 ee 
4  .. . SSRI Gee eas GREASE Meee: alt iswehaahate oY ee | ee 
Balance of 1947: } 
Over $2,500,000__......| 1,050, 000)_......... 1, 050, 000) ee ET | Pea 2.75 
rote 500,000... ..- 1, 450,000; $41,000) 1, 409, 000) 2) 1,409, ” 6, 159, 000 8) 3. 61 
| } 
Over $2,500,000__...._- 3, 750, 000 30, 000) 3, 720, 000 1| 8,470, 000)____. |. ee | 3.00 
ond rT $2,500,000... __. 2, 650, 000 143, 000) 2, 507,000 7; 3,916, a 386, 000) "| 4.51 
Over $2, 500,000 __.....- 2, 200, 000 30,000) 2, 170, 000 2:10, 640, 000) _ | Se 3.18 
A ae $2,500,000____._- 8, 120,000} 427,000) 7, 693, 000 ss 11, 609, 090 22, 249, 000 32| 3. 78 
Over $2,500,000_......- 2, 296, 000) 852,250) 1, 443, 750 5 12, 083, r= ee SE es | ee | 3.09 
, inte $2,500,000 GE A 5, 174, 000 679,125) 4, 494, 875 | 16, 103, oT 187, 625 48) 4.02 
951: 
Over $2,506,000. _...._- 2, 625, 000 837,000) 1, 788, 000 1 113, Sith ovaibtaconkitevdand | 3.37 
Under $2,500,000... _..- 4, 783, - 2, 862, » 650) 1, 920, 350 5 18, 024, a 895, 975 | 3.77 








Nore.—All large: Average yield, 3.36 percent; all small: Average yield, 3.80 percent; total: Average yield, 


3.54 percent. 


Pacific Mutual participation in direct placement loans of over $2,500,000 through 
Dec. 31, 1951 























+ Amount 
Amount 7 Number 
" , Name of taken by 
Name of issue otitis) dealer-manager  ~g Pacific 
Mutual 
Armour & Co. 34’s, 1968......-.----------------.-- $40 Kuhn, Loeb... .--- 7 | $1,000, 000 
pe hE SS OS, rr eee ea bs 50 ea eee Ash 16 500, 000 
eT Sy Se  Rtitncincemencimconkinabebenahicn 12 do_. eee 4 £00, 000 
CIT Financial Corp. 2%4’s, = Sea RRR ETS Ya 15 “Salomon Bros__. 24 2, 000, 000 
NeW Jersey T urnpike ce a ae eee 2 220 Smith, wee sand ane 7 1, 000, 000 
ee ES RE , ee aa ae ae Ee 18 Blyth...--.- 4 13 450, 000 
Idaho Power 3’s, 1978. Ghinuvdpckieade 10 a Se ae A 14 750, 000 
Associated Telegraph 3%’s, GRE BEBE eS 10.3 Direct mee 16 500, 000 
\4 First Boston. 
Central Arizona Light & Power 234’s, 1976_..._...- 8.5 16 Blyth 6 750, 000 
Central Arizona Light & Power 3’s, 1979......----- 4 % eye Bogen “=| 6 500, 000 
Mississippi River Fuel 34’s, 1966_............----- 20 Union Securities - - 23 450, 000 
Mississippi River Fuel 356’s, 1971. .._.-.....------.- 24 wy yee | 49 500, 000 
Trummmne Ges Gih's, 1990... 2... ccccc ntsc nncdecoesden 61 ee mE ry = 10 750, 000 
. " n 4 White Weld _--! 
Texas Illinois 334’s, 1970......--..-.----2----------- 98. 686 [{77 Fie orman i} 16 548, 000 
pe ES eee ee a eee Se 30 ae, See | 8 1, 000, 000 
Iowa Southern Utilities 3’s, 1980.............-...--- 2. : First Boston -..... | 4 500, 000 
ee es 116. 5 Dillon, Read... 38 1, 050, 000 
se ee eee i eae eS. Mansi do 14 1, 500, 000 
\% First Boston 
Westinghouse Electric 34's, 1981..............-..-- 300 4 —— Loeb___.| 91 1, 200, 000 
44 Drexe 
Leslie Galt Co. 3346's; 1004.22-c252..ccccec.2 5235. 4 Mitchum, Tully_ ] 1 1, 000, 000 





Mr. Hetter. Mr. Call, we wish to thank you for your very frank 


and illuminating statement. 


I wish to call to your attention a statement which you made on 
poge 4 of your statement, the last line there, in which you say [read- 


ing]: 


Buyers and sellers of securities would continue to exercise a choice between 
public offerings and direct placement, even though the Securities Act of 1933 


were to be repealed. 
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Now, I wonder whether you did not mean to refer to section 4 (1) ? 

Mr. Catu. No, sir; I believe that there is always a place and always 
will be a place for the sale of securities by public offerings, and there 
will always and should be a place for the making of loans by, let us 
say, life-insurance companies, to borrowers who want the money. I 
think it makes little difference whether you do or you do not have a 
Securities Act; there will be both forms of activity. 

Mr. Hettrer. I have no further questions. 

Mr. Scorr. I have one question. 

At the top of page 3 of your statement, Mr. Call, you say that the 
act was— 
designed to protect the small investor and that the exemption of direct-place- 
ment securities was placed in the act to relieve the professional investor and 
many businesses of the burdens of unnecessary Government regulation and con- 
trol. 

That suggests to me the question is: How, if at all, is the small 
investor in any way disadvantaged by the present system of direct 
placement ? 

Mr. Catz. Mr. Scott, I do not believe that he is. I think that what 
bothers many people is, first, that there is more money to invest than 
there are securities to buy. That is one thing. And, secondly, I do 
not think—and this is my personal view—that the Securities and 
Exchange Act has really had time to demonstrate whether it has or has 
not performed any service to the small buyer. I believe that 90 per- 
cent, or at least 90 percent, of the securities that are sold in this 
country today at public offering are not sold because of what is or is 
not in a registration statement; they are sold by the security dealers 
or their representatives, and on the strength of their good position in 
the communities where they may be located. 

Mr. Scorr. That is the only question I have, Mr. Call. 

Mr. Hetxer. If there are no further questions, thank you very 
much for appearing, Mr. Call. 

I see that Commissioner Millonzi of the Securities and Exchange 
Commission is in the room. Mr. Commissioner will come up here and 
sit with the committee ? 

The next witness is Mr. Large. You may proceed, Mr. Large. 


STATEMENT OF JUDSON LARGE, A DIRECTOR OF THE UNITED 
STATES INDEPENDENT TELEPHONE ASSOCIATION, CHICAGO, 
ILL. 


Mr. Larcr. Mr. Chairman, my name is Judson Large. I reside in 
Chicago. I make this statement on behalf of the United States Inde- 
pendent Telephone Association, of which organization I am a director. 
The association is the national trade organization representing some 
5,400 independent telephone companies which are not affiliated with 
the Bell System. These companies provide service in approximately 
11,000 cities and towns as well as in rural areas. It is estimated that 
their geographical coverage is approximately two-thirds of the Nation. 

I am an officer and/or director of various companies, including six 
telephone companies operating in a total of 11 States. In brief refer- 
ence to my financial experience, I point out that, as chief financial 
officer of fee and other companies, I have conceived, negotiated, and 
supervised in recent years eight offerings of securities to the public 
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which were registered with SEC, nine offerings of securities to the 
public which were not registered with SEC but were sold under SEC 
regulation A or intrastate, and about twoscore offerings of securities 
which were not registered with SEC but which were placed privately 
with about 15 institutions exempt from SEC registration. 

At the outset, in considering the proposals to require registration 
with SEC of direct (private) placements of securities and to eliminate 
the existing $300,000 exemption from registration with SEC of public 
sales of securities in 12-month periods under regulation A, I should 
like to mention two basic points, as far as the matter of preparation of 
registration statements is concerned. These points need no comment 
from me. Anyone familiar with these matters and who is not out of 
touch with the smaller communities of this country will have no 
difficulty in recognizing these facts, which are: 

1. Most small telephone companies do not have annual audits (such 
expense is unnecessary) and hence could not present 5 years of audited- 
earnings history as required for SEC registration, nor would they be 
in position to make audited reports annually to SEC following a 
registered offering. 

2. Very few, if any, of the great number of smaller communities, 
which are headquarters of the great number of smaller telephone 
companies, have a lawyer in them with the training and experience 
which would permit preparation of a registration statement for filing 
and carrying to a successful conclusion for offering within any rea- 
sonable time, whether the offering was public or private. Further- 
more, these communities are not even adjacent to communities with 
qualified personnel. 

It happens that the Independent Telephone Association had a di- 
rectors’ meeting May 9 which was attended by more than 30 of the 
directors from all over the country. Knowing that I was scheduled 
to make this statement, most of them talked to me about the proposals 
which are the subject of these hearings. Opposition was 100 percent 
and in no uncertain terms. One point that practically all mentioned 
was that, with minor exceptions, telephone companies make reports at 
lease annually to State regulatory authorities and that proposed sales 
of securities must be authorized by such regulatory authorities. Other 
points included added expense and hazardous delay. 

On May 5, member companies of the Independent Telephone Asso- 
ciation received a request from association headquarters for informa- 
tion as to their sales of securities and methods of selling same, in the 
postwar period beginning with the year 1947. Because of the require- 
ment of preparing this written statement and the requirement of having 
copies on file with the subcommittee not less than 5 days prior to these 
hearings, the cut-off date on the requested information received had 
to be May 12th, so that not a complete story can be presented herein 
by any means, but I believe it is a representative cross section. 

A sidelight is represented by the attachment which quotes frém some 
of the letters received along with the requested information. I believe 
the comments therein are representative of the thoughts of the great 
body of people all over the country in the independent telephone in- 
dustry. 

Information was received on methods employed by independent tele- 
phone operating companies in selling securities in 380 transactions 
totaling $271,860,000, an average of $715,000 per transaction. It will 
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be seen from the following that the average would be very much lower 
except for those larger transactions registered with SEC, which in 
number were less than 10 percent of the total. The breakdown follows: 
1, Offerings of securities registered with SEC and sold to the 





public: 
37 transactions totaling_____._.____-_-__-___ ~ $102, 257, 000 
PSE ee lg tN Soba cows Me ES at ere eh ee 2, 763, 000 


2. Offerings of securities (not exceeding $300,000 in amount) not 
registered with SEC but sold to the public under SEC regula- 
tion A or intrastate: 
SE EE Pe ee, ee ee 16, 578, 000 
Sacchi Arad aie peli Wick a deka wiht Sct bigs ancpib- ld cen hgh nloopenechsttinghe~antogten 152, 000 
8. Offerings of securities (exceeding $200,000 in amount) not regis- 
tered with SEC but sold to the public intrastate: 


a a ee ee cae veer ee eevee ae 19, 794, 000 
PE Sa SRR OE tel Se SRE aS eS eR SC SR ae 791, 000 
4. Offerings of securities not registered with SEC but placed pri- 
vately : 
pe Pea E Tay Dae aes TOR Bee LIS eee SES, ween ee 133, 231, 000 
pS SEE RS SS rs pe eee Ger ae PES: ree: Pree eee ee eee 637, 000 


I mentioned earlier that I had participated in numerous offerings of 
securities both registered and unregistered. From information in my 
files on many of these transactions, I am in position to make com- 

arisons and show how much greater the cost of registered offerings 

im been, in my experience, as compared to offerings not registered with 
SEC. I have not attempted to make comparisons of any of the costs 
except those which I consider strictly comparable; namely, to use 
SEC’s own classifications: 

1. Printing and engraving; 

2. Legal fees and expenses; 

3. Accounting; 

4. Engineering. 

These expense classifications exclude, of course, underwriters’ fees 
and expenses (most private offerings incur little, if any, of this, Fed- 
eral revenue stamps, trustees’ fees and expenses, miscellaneous, etc. 

In the eight registered offerings the total expenses in the four num- 
bered categories were $260,166 on $12,386,000 of securities, or $21 for 
each $1,000 of securities for these classes of expense. 

In 20 offerings not registered with SEC the total expenses in the 
four number categories were $114,491 on $20,923,000 of securities, or 
$5.47 for each $1,000 of securities for these classes of expense. 

In other words, the costs in these four classifications of expense were 
3.84 times greater in registered offerings than in offerings which were 
not registered, per thousand dollars of securities offered. 

Without attempting to extend this comparison of costs in relation 
to the three classifications of offerings by the independent telephone 
companies as reported above (items 2, 3, and 4, which include regu- 
lation A and intrastate offerings as well as registered offerings), but 
confining the comparison to only those offerings which were not regis- 
tered, we find that, if the hypothetical experience had been similar 
to my own actual experience, the 209 private offerings totaling $133,- 
231,000 in amount would have cost $2,069,077 more as registered offer- 
ings. It is ordinary for go in Washington to think and speak 
glibly in millions, but the independent telephone industry can’t af- 
ford to do that. The impact of very high taxes, inflationary trends 
in operating costs, and the basic technical fact of operation of the law 
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of diminishing returns in the telephone business preclude that type 
of thinking. 

I trust it is clear from the above why the independent telephone 
companies (the issuers) are opposed to the registration proposals. 
Now, let us think for a moment oP the institutional investors (the pur- 
chasers) in direct sales of securities. Does anyone seriously contend 
that institutional investors need such protection as a registration state- 
ment may afford? I believe I am in position to say—and I know it to 
be general belief among informed people familiar with financial af- 
fairs—that, as a class, inatituthonad investors are among the world’s 
most sophisticated people in financial matters. Actually they do 
better in most deals, without relying on registration statements, than 
they would if relying on registration statements. Five years of his- 
tory is not all that is most important in financial matters. Prospects 
are fully as important, if not more so, and a registration statement 
and prospectus don’t tell the story on Se cee any more than on the 
quality of management, which is highly important. To do so might 
subject the issuer to liabilities, but the sophisticated private purchaser 
can and does judge for himself, from general knowledge or informa- 
tion he obtains himself or requests from the issuer. It is my belief, 
which is shared by my associates in the industry, that the private pur- 
chaser of securities doesn’t need registration of securities any more 
than the independent telephone industry needs it or should have it, in 
private offerings. 

Before closing, I should like to make a strong plea not only for the 
retention of registration exemption under regulation A, which now 
is $300,000, but also for increase of the amount of the exemption to 
at least $600,000. The dollar doesn’t go half as far as it used to in 
purchases of materials, equipment, and labor. If the subcommittee 
sponsors the suggested increase in the exemption under regulation A, 
it will be acting very constructively, not only for industry but also 
the general public, which is dependent on the financial health of pub- 
lic utilities for adequate facilities and good service. 

It is my personal view, which is shared by many. others, that this 
proposal to require registration with SEC of private offerings of secu- 
rities is in effect a make-work program, the costs of which will be paid 
eventually by the taxpayers and general public, regardless of who may 
pay the high costs in the original instance. With taxes already far 
too high, and with the great need in this country for productive effort, 
not only to combat inflationary trends but also for defense purposes, 
it would be inexcusable and reprehensible to increase costs niadhentie 


and to waste manpower in nonproductive effort to the detriment of 
our national welfare. 
(Document submitted by Mr. Large is as follows :) 


Excerprs From Some OF THE LETTERS WHICH ACCOMPANIED INFORMATION 
FURNISHED BY INDEPENDENT TELEPHONE COMPANIES 
From Ohio 
1. The exemption should be raised to $600,000 instead of $300,000 for the simple 
reason that the dollar value has been depreciated approximately 50 cents so that 
now we can purchase only about one-half as much equipment as we could purchase 
In 1939 for the same dollar. 


From Pennsylvania. 

2. We are very happy to furnish this information and are hopeful that it may 
be of some use in preventing the Government from further tightening the restric- 
tive noose which they seem to have around our necks. 
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From Florida 


3. We trust your recommendations to this committee will receive favorable 
consideration. 

4. You will note that we have sold $4,172,000 of additional securities since 1946, 
of which all were sold to insurance companies on a private basis without regis- 
tration. Such a proposal as submitted would completely disrupt our financing 
methods and make it impossible for us to meet our public responsibilites. The 
time consumption and expense would be in tremendous proportions. We are in 
the fastest growing State in the country outside of California, and our growth 
has been in great proportion in the last 6 years, as is evidenced by the large 
amounts of capital we have raised for a company of our size. 

For the sake of the public we serve in Florida as well as our stockholders and 
employees, we sincerely hope such a proposal is not enacted. 

From Indiana 


5. We strongly favor the retention of SEC Regulation A. 


From New York 

6. The added expense of SEC registration would be large percentagewise and 
would be a real burden to us. This cost would eventually have to be reflected in 
the rates paid by the subscriber for service. 

From Kansas 

7. If we had been required to register with the SEC the cost would have been 
prohibitive. 

Mr. Hettrr. I take it, Mr. Large, you are concerned with registra- 
tion under regulation A, are you not! 

Mr. Larce. Yes, sir. 

Mr. Hewter. I would like to say at the present time that this sub- 
committee is not concerned with regulation A registration. We are 
directing our attention to private placements. 

Mr. Larce. I hope I have made it clear that I was interested in pri- 
vate placements, also. 

Mr. Hetier. I see. You are interested in both of them. 

Mr. Larer. That is right. 

- Mr. Hetxer. If there are no further questions, we want to thank you 
very much, Mr. Large. 

Mr. Larce. Thank you. 

Mr. Hetier. Mr. Simpson, would you come forward, please? 


STATEMENT OF GORDON SIMPSON, EXECUTIVE VICE PRESIDENT 
OF THE GENERAL AMERICAN OIL CO. OF TEXAS, DALLAS, TEX. 


Mr. Heuer. Mr. Simpson, if your statement contains any matters 
that have already been called to the attention of this subcommittee, 
we will appreciate your cooperation in being brief. 

Mr. Srtmpson. I appreciate very much, also, this opportunity to 
enter my appearance here and get to another duty. 

My name is Gordon eye 13 and I live at Dallas, Tex. I am a 
lawyer, and also I am an oflicer of the General American Oil Co. of 
Texas, a small independent company, as oil companies go. 

As executive vice president of that company, which employs some 
345 people in California, Kansas, Illinois, Louisiana, New Mexico, 
Oklahoma, and Texas, I respectfully urge that your committee not 
recommend any amendment to the Federal laws that would in an 
manner restrict the freedom of action of borrowers and lenders with 
respect to direct placements. 

Let me give you an illustration of the importance of direct place- 
ments, that is, the direct borrowing on mutually negotiated terms, 
tomy company. In my estimation, our situation is typical. 
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We estimate that as of June 30, 1949, the net proved crude oil 
reserves of our company were 3114 million barrels, and that as of 
February 29, 1952, they were 67.7 millions of barrels, an increase of 
36 million barrels plus. 

While our reserves of natural gas are not so important, they in- 
creased proportionately. 

Our net income has had a like proportionate increase, from, for 
instance, 1949, $2,800,000, to, in 1950, $3,200,000, and in 1951, $4,400,- 
000; and this year’s income promises to be comparable. 

As shown by a balance sheet of June 30, 1949, our net worth was 
something over $12 million. Our balance sheet of February 29, 1952, 
showed the net worth was over $26 million. 

This increase is due wholly to our earnings, except for $314 million 
derived from the sale of stock in 1951, which was registered with the 
Securities and Exchange Commission. It was distributed publicly. 

Now, the principal reason for the substantial increase in our com- 
pany’s reserves and earnings as above set forth has been the avail- 
ability of direct placements of $6 million about November 1, 1949; 
$20 million about December 23, 1950; and $414 million early this year. 
In addition, the company is currently negotiating for another direct 
placement of about $15 million. 

If it had been necessary to register with the Securities and Exchange 
Commission the loans which made possible such substantial acquisi- 
tions, it is very likely that none of these acquisitions could have been 
made. This is because many of our competitors have substantial 
funds available for such purchases, whereas we and other compara- 
tively small independents do not, and the very nature of our business 
requires that we act speedily and have available sources of funds from 
firm commitments which can be made within a matter of days, and 
without disclosure of our business plans. 

As you know, the customary period required for a Securities and 
Exchange Commission registration statement, under the 1933 Securi- 
ties Act, to become effective, is 20 days; and to this must be added the 
weeks and weeks required to prepare a registration statement, and 
the additional days required for the underwriters to sell the registered 
securities and close the deal. 

Now, this period is just too long to enable us to make deals of the 
sort that have been so profitable to us. 

Another serious objection to publicly registered offerings of the sort 
mentioned is that there are so many conditions attached to the com- 
mitment of investment bankers that it makes it impossible for a com- 
pany like ours firmly to commit itself to the purchase of property to 
be paid for from the proceeds of such an offering, and that people with 
whom we deal insist upon firm commitments promptly to be con- 
summated. 

Another great advantage of direct placements is the flexibility of 
the situation. In the oil business, those with whom we deal are per- 
sons who wish things done simply, promptly, and in a manner that 
will satisfy their particular requirements. Changes sometimes are 7 
pany like ours firmly to commit itself to the purchase of property to — 
required. Otherwise we run into the risk of having a deal taken © 
away from us by competitors, and it has happened. 
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I wish to point out that we have no objection to disclosing the vari- 
ous transactions we enter into, and we are proud of them; but we do 
not disclose such transactions until after they are consummated. 
Consequently, direct placements are ideally suited to our require- 
ments, since direct placements are flexible, and they can be tailor- 
made to fit the particular situation, and the like. 

A public registration of direct placements would unduly and, I be- 
lieve, unnecessarily restrict our business, without a compensating bene- 
fit. The cardinal objective that was sought in the passage of the 
1933 Securities Act, as I understand it, was to protect the public 
against the sale of issues of questionable value or legitimacy. 

Now, this has been satisfactorily accomplished. But to go further, 
and by a new regulation impede company management in its efforts 
to expand by wise borrowing from private institutions, would not 
emg the stockholders but, in our case—and in the case of all simi- 
arly situated—will, on the contrary, be positively deleterious to the 
interests of these stockholders, and be inimical to the interest of stock- 
holders in general, as we conceive the case to be. Such a measure 
would surely not be in the public interest. 

In our case, it comes to this: That we could not possibly, in my 
opinion, have achieved our present success without direct borrowing 
on agreed terms without delay; and I think the same statement would 
apply to other small companies desiring to expand. 

For these and other reasons, I sincerely hope that your committee 
will not make any recommendation which, if enacted into law, would 
make it more difficult if not impossible for us and similar businesses 
to progress in the future as we have in the past. 

Now, I will tell you gentlemen this story to illustrate the job the 


Commission has been doing, I think. My wife sold our cook a very 


fancy Easter bonnet, and they had a good deal of haggling about it, 
but finally the cook bought the bonnet, and she went to church and 
came back and very proudly said that she had gotten a lot of “declama- 
tions” on her hat. 

I want to say the Securities and Exchange Commission has gotten 
a lot of “declamations” on the fine job it has done in the area in which 
it has operated; but if it goes further and enters this new area, its 
situation, I think, might be illustrated by this further story from 
some of our colored people down in my country. 

A couple of women were at church, and the preacher preached 
against stealing. And they said, “Amen.” He preached against 
drinking, and they said “Amen.” He started in to preaching against 
dipping snuff, and one said to the other, “Now he has stopped preach- 
ing and started to meddling.” 

Mr. Hetier. Are there any questions? 

Mr. Srvpson. I appreciate very much the consideration and the 
indulgence of the eubsouiinittes. 

Mr. Hetier. The next witness is Mr. Slichter. 
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We estimate that as of June 30, 1949, the net proved crude oil 
reserves of our company were 3114 million barrels, and that as of 
February 29, 1952, they were 67.7 millions of barrels, an increase of 
36 million barrels plus. 

While our reserves of natural gas are not so important, they in- 
creased proportionately. 

Our net income has had a like proportionate increase, from, for 
instance, 1949, $2,800,000, to, in 1950, $3,200,000, and in 1951, $4,400,- 
000; and this year’s income promises to be comparable. 

As shown by a balance sheet of June 30, 1949, our net worth was 
something over $12 million. Our balance sheet of February 29, 1952, 
showed the net worth was over $26 million. 

This increase is due wholly to our earnings, except for $314 million 
derived from the sale of stock in 1951, which was registered with the 
Securities and Exchange Commission. It was distributed publicly. 

Now, the principal reason for the substantial increase in our com- 
pany’s reserves and earnings as above set forth has been the avail- 
ability of direct placements of $6 million about November 1, 1949; 
$20 million about December 23, 1950; and $414 million early this year. 
In addition, the company is currently negotiating for another direct 
placement of about $15 million. 

If it had been necessary to register with the Securities and Exchange 
Commission the loans which made possible such substantial acquisi- 
tions, it is very likely that none of these acquisitions could have been 
made. This 1s because many of our competitors have substantial 
funds available for such purchases, whereas we and other compara- 
tively small independents do not, and the very nature of our business 
requires that we act speedily and have available sources of funds from 
firm commitments which can be made within a matter of days, and 
without disclosure of our business plans. 

As you know, the customary period required for a Securities and 
Exchange Commission registration statement, under the 1933 Securi- 
ties Act, to become effective, is 20 days; and to this must be added the 
weeks and weeks required to prepare a registration statement, and 
the additional days required for the underwriters to sell the registered 
securities and close the deal. 

Now, this period is just too long to enable us to make deals of the 
sort that have been so profitable to us. 

Another serious objection to publicly registered offerings of the sort 
mentioned is that there are so many conditions attached to the com- 
mitment of investment bankers that it makes it impossible for a com- 
pany like ours firmly to commit itself to the purchase of property to 
be paid for from the proceeds of such an offering, and that people with 
whom we deal insist upon firm commitments promptly to be con- 
summated. 

Another great advantage of direct placements is the flexibility of 
the situation. In the oil business, those with whom we deal are per- 
sons who wish things done simply, promptly, and in a manner that 
will satisfy their particular requirements. Changes sometimes are 
pany like ours firmly to commit itself to the purchase of property to 
required. Otherwise we run into the risk of having a deal taken 
away from us by competitors, and it has happened. 
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I wish to point out that we have no objection to disclosing the vari- 
ous transactions we enter into, and we are proud of them; but we do 
not disclose such transactions until after they are consummated. 
Consequently, direct placements are ideally suited to our require- 
ments, since direct placements are fiexible, and they can be tailor- 
made to fit the particular situation, and the like. 

A public registration of direct placements would unduly and, I be- 
lieve, unnecessarily restrict our business, without a compensating bene- 
fit. The cardinal objective that was sought in the passage of the 
1933 Securities Act, as I understand it, was to protect the public 
against the sale of issues of questionable value or legitimacy. 

Now, this has been satisfactorily accomplished. But to go further, 
and by a new regulation impede company management in its efforts 
to expand by wise borrowing from private institutions, would not 

rotect the stockholders but, in our case—and in the case of all simi- 
larly situated—will, on the contrary, be positively deleterious to the 
interests of these stockholders, and be inimical to the interest of stock- 
holders in general, as we conceive the case to be. Such a measure 
would surely not be in the public interest. 

In our case, it comes to this: That we could not possibly, in my 
opinion, have achieved our present success without direct borrowing 
on agreed terms without delay; and I think the same statement would 
apply to other small companies desiring to expand. 

For these and other reasons, I sincerely hope that your committee 
will not make any recommendation which, if enacted into law, would 
make it more difficult if not impossible for us and similar businesses 
to progress in the future as we have in the past. 


_ Now, I will tell you gentlemen this story to illustrate the job the 
Commission has been doing, I think. My wife sold our cook a very 
fancy Easter bonnet, and they had a good deal of haggling about it, 


but finally the cook bought the bonnet, and she went to church and 
came back and very proudly said that she had gotten a lot of “declama- 
tions” on her hat. 

I want to say the Securities and Exchange Commission has gotten 
a lot of “declamations” on the fine job it has done in the area in which 
it has operated; but if it goes further and enters this new area, its 
situation, I think, might be illustrated by this further story from 
some of our colored people down in my country. 

A couple of women were at church, and the preacher preached 
against stealing. And they said, “Amen.” He preached against 
drinking, and they said “Amen.” He started in to preaching against 
dipping snuff, and one said to the other, “Now he has stopped preach- 
ing and started to meddling.” 

Mr. Hetier. Are there any questions? 

Mr. Srmpson. I appreciate very much the consideration and the 
indulgence of the sinoianites, 

Mr. Hetter. The next witness is Mr. Slichter. 
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STATEMENT OF DONALD C. SLICHTER, VICE PRESIDENT OF THE 
NORTHWESTERN MUTUAL LIFE INSURANCE CO., MILWAUKEE, 


WIS. 


Mr. Hetrer. You may proceed, Mr. Slichter. 

Mr. Suicuter. Mr. Chairman and members of the subcommittee, my 
name is Donald C. Slichter, and I reside at Milwaukee, Wis. I am 
vice president of the bond department of the Northwestern Mutual 
Life Insurance Co. That department deals solely in security acqui- 
sitions, as contrasted with the operations of the mortgage department, 
which deals in mortgage loans and real-estate acquisitions. 

Northwestern Mutual has a long period of years and prior to the 
Securities Act of 1933 made investments at direct placement. The 
term “direct placement” as here used means the sale of a security 
issue by the issuer, with or without the aid of an investment dealer 
or agent, to one or more institutional buyers who purchase for invest- 
ment and not in contemplation of resale. It has been our experience 
that this method of financing in a large number of cases has offered 
. distinct advantages to issuers. Indeed, in some cases it has provided 
the only feasible method of capital raising. It is our view that the 
advantages direct-placement financing offers to issuers would be mate- 
rially reduced if mandatory registration of all security issues with the 
Securities and Exchange Commission were required. We believe such 
a requirement is unnecessary and undesirable. 

Northwestern Mutual is an institution owned by its policyholders 
and operated for their benefit, a group of over 900,000 thrifty indi- 
viduals who have banded together for mutual economic protection. 
The investment of the savings of this group is an important part of 
the company’s operation. P 

Such investments consist of business, residence, and farm mortgage 
loans, investment real estate, United States Treasury bills, notes, cer- 
tificates and bonds, the bonds of States, counties, municipalities, and 
political subdivisions, and bonds, debentures, and notes of railroads, 
public utilities, industrial, and miscellaneous business enterprises and 
to a minor degree preferred stocks of public utility and industrial 
companies. Life-insurance contracts are basically long term in char- 
acter and therefore the company is primarily a purchaser of long-term 
mortgages and securities. ‘The company is located in Milwaukee, Wis. 
It writes life insurance on individual medically examined risks in 43 
States and the District of Columbia. It does not write health, acci- 
dent, group, or industrial insurance. It has securities investments in 
every State of the Union. - 

Direct-placement securities acquired by Northwestern Mutual in- 
clude corporate bond issues, debentures, unsecured notes, real-estate 
mortgage bond issues and to a minor degree preferred stock issues. 
The wide variety and range of business enterprises represented by 
such investment is indicated by the following list: 

1. Locally owned chain food markets in Florida, Texas, and Colorado. 


2. Paper mills producing newsprint, book paper, container board, toilet and 
facial tissnes, business papers, etc., in Wisconsin, Georgia, Michigan, Ohio, 
and Minnesota. 
. Retail stores and department stores in a large number of cities. 
. Meat packing companies in Wisconsin, Illinois, and Lowa, 
5. Stockyards in Iowa, Missouri, Texas, Minnesota, Oregon, and California. 
. Office buildings and hotels in a number of cities. 
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7. Tank ships for the movement of petroleum products from the Gulf coast to 
North Atlantic ports. 

Conditional sales contracts covering Diesel locomotives, tank, hopper, box, 
and other types of rolling stock for railroads and industrial companies. 

. Steam-electric and hydroelectric generating plants for public utility and 
industrial companies. 

. Pipelines for the transmission of natural gas and petroleum products. 

. Automatic central office equipment and other classes of plant for a large 
number of independent telephone companies. 

2. Plants for the recovery of natural gasoline, butane, propane, and other 
hydrocarbons from natural gas in Kansas, Texas, Oklahoma, and New 
Mexico. 

. Independent oil refinery operations in Texas, Ohio, Oklahoma, and Kansas. 

. Steel mills in California, Colorado, Illinois, Indiana, and Pennsylvania. 

. Aluminum reduction plants in Louisiana, Texas, and Arkansas. 

6. Revenue bonds of self-liquidating publically owned facilities such as univer- 
sity dormitories, toll turnpikes, municipal water and sewage disposal 
systems, etc. 

A very high proportion of the capital supplied by Northwestern 
Mutual through direct placement has been used by the issuing company 
to pay for the cost of fixed assets, represented by plant and equipment. 
In the 12 months period ending April 30, 1952, 82 percent of such 
financing was for plant and equipment ; 12 percent for working capital, 
and 4 percent for debt retirement. 

The securities evidencing such capital have been largely debt obli- 
gations in either the form of first-mortgage bonds issued under a trust 
indenture or unsecured notes under a simple form of loan agreement. 

The election to use the direct-placement method of financing is the 
result of the issuer’s decision. Northwestern Mutual has not solicited, 
either by its own organization or through others, direct-placement 
financing. Nor has it, except in 2 issues in over 400 so acquired since 
1935, paid any finder’s fee or other compensation to security dealers or 
others who have brought direct-placement offerings to Northwestern 
Mutual. Such fees have been paid by the issuer. 

The major sources of Northwestern Mutual’s direct-placement 
acquisitions have been investment dealers and issuers themselves. 

Investment dealers from all sections of the country have offered 
direct-placement financing to Northwestern Mutual. We believe 
investment dealers have thereby performed valuable services for their 
clients by arranging Or on favorable terms and conditions. 

Northwestern Mutual is a known source and purchaser of long-term 
fixed-income securities both at public offering and direct placement 
and it is therefore but natural that business concerns seeking to finance 
by the latter method contact and discuss their plans with a potential 
purchaser experienced in this type of finance. 

It is also significant that a substantial part of the volume of direct- 
placement purchases is represented by additional financing of issuers 
who have returned two, three, or four times to Northwestern Mutual. 

Northwestern Mutual has been the sole purchaser of direct-place- 
ment issues ranging in amount from $75,000 to $10,000,000. Most of 
its acquisitions have, however, been from $500,000 to $2,000,000 in size. 
This company since 1935 has participated with a number of other life- 
insurance companies, pension funds, and endowment funds in the pur- 
chase of direct-placement issues. The other purchasing institutions 
have been located in various sections of the country, including the 
eastern seaboard, Middle West, South, and Far West. 


23578—52—pt. 26 
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The volume of bonds and debentures which have been sold by indus- 
trial companies at direct placement has expanded greatly compared 
to issues sold at public offering during recent years. In our opinion 
the appre or reasons for this trend have been: 

(a) Individual investors have since the middle 1930’s shown almost 
no buying interest for low-yielding corporate bonds and debentures. 

(6) The principal market for corporate bonds, and debentures of 
goon investment quality, for a number of years has been: (1) Life, 

re, and casualty insurance companies; (2) public and private pension 
funds; (3) savings banks; (4) trust funds; (5) university, college, 
hospital and other types of endowment funds. 

(ce) Individuals either directly or through group plans have in the 
past 15 years shown a strong preference to direct part of their savings 
into life-insurance companies, pension funds, savings banks, and other 
financial institutions. The result has been that these funds have 
grown and are actively seeking investment opportunities. 

(7) Capital sources such as those listed in (%) are professional 
investors. They are capable of supplying capital to the economy by 
acquiring securities at public offering and direct placement. Since 
funds of this character are the principal market for corporate debt 
securities many companies have found it advantageous in terms of 
time, cost, and flexibility of issue, to go directly to this market by 
direct-placement financing rather than indirectly by means of registra- 
tion and public offering. 

(e) The capital needs of American industry since 1946 have been 
at a high level and since Korea the defense program has increased the 
demands for private capital to the highest level ever experienced by 
this country. Many of the expansion programs and new projects have 
been of such complexity that the financing thereof is more effectively 
carried out by direct placement after extensive study, analysis, and 
investigation upon the part of the purchasing institutions. <A large 
number of specific cases of this character can be cited, involving the 
financing of natural-gas pipelines, aluminum reduction plants, steel 
mills, new paper mills, iron-ore mines, chemical plants, manufacturing 
and machine tool companies, ete. 

(f) A number of large-scale industrial expansion projects involve 
a construction term extending over a period of 2 to 5 years. It is 
frequently essential that the capital necessary to complete such a 
project be obtained either before it is started or that commitments be 
obtained -from responsible buyers for the purchase of securities at 
intervals over the construction period of the project. Direct-place- 
ment financing affords the most economical method of meeting a prob- 
lem of this character. We cite such cases as Wisconsin River Power 
Co., Chesapeake & Ohio Railroad Carferries, Rome Kraft Paper Co., 
Tre Ore of Canada. 

(g) Direct-placement financing has enabled the issuer and the pur- 
chaser or purchasers subsequent to the initial financing to meet current 
and long-range problems of the issuer by mutually working out appro- 
priate changes in the provisions of the issue. This feature was partic- 
ularly important during World War IT: it is currently important and 
we firmly believe will. continue to be so. The relationship between bor- 
rower and long-term lender has many of the same basic aspects as the 
relationship that frequently exists between a business enterprise and 


its commercial banks. 
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We have only attempted in the foregoing to summarize what in our 
opinion are some of the most important reasons for the growth in 
direct-placement financing. Obviously the decision to be undertaken 
is made by the issuer. The issuer must and does consider and weigh 
a number of tangible and intangible factors. The volume of direct- 
placement financing is factual evidence that American business enter- 
prises find this a highly important and desirable method of obtaining 
needed capital for productive uses. 

To require registration of securities not to be offered for sale to indi- 
vidual investors, but only to be sold to a limited number of investigat- 
ing institutions, will, we believe, unfairly discriminate against the 
business enterprises desiring to sell their securities at direct placement. 
This is particularly true of smaller business companies, because the 
time required to prepare and file a registration statement and the at- 
tendant direct and indirect expenses involved will be burdensome. 

The time of their limited staffs will be absorbed and the delays 
which may be caused by the mandatory requirement to register the 
issue with the Securities and Exchange Commission inject unnecessary 
risks and uncertainties in the ability to carry out the financing 
program. 

The volume of direct-placement financing is tangible evidence that 
a large number of issuers have determined that this method has dis- 
tinct advantages over other methods of financing, including public 
offering. Obviously the relative competitive position of direct-place- 
ment financing over other available methods will change from time to 
time depending upon a number of variable factors. It is for the issuer 
to decide which of a number of available methods best meets its prob- 
lem of capital raising. 

It is Northwestern Mutual’s view that amending the Securities 
Act of 1933 to require the mandatory registration of direct placements 
with the Securities and Exchange Commission will result in reducing 
the choices of methods available to business concerns in obtaining 
needed capital. Such a result is undesirable from the issuer’s stand- 
point, and unnecessary because the securities are to be sold to investing 
institutions and not to the general public. It is undesirable from the 
standpoint of the country as a whole because it is self-evident that in 
a vigorous and expanding economy it is necessary that business con- 
cerns have available broad capital markets which can promptly and 
effectively meet their needs. 

In view of the importance of direct-placement financing to business 
concerns as evidenced by the extent this method has been used, we are 
hopeful the subcommittee will obtain from issuers their views and 
opinions relative to direct-placement financing. 

Mr. McGuire. Mr. Millonzi, of the Securities and Exchange Com- 
mission brings to my attention this question: Did you have any idea 
that the Commission had taken any stand on this direct placement 
matter at all? 

Mr. Surcuter. No; I had no idea. 

Mr. McGuire. They just wanted to have it made clear that they 
had taken no stand on it at all. 

I note that your company has made conditional sales contracts for 
rolling stocks for railroads. Could you tell us the amount of condi- 
tional sales contracts your company has made? 
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Mr. Suicuter. I do not know if I have that figure with me. That 


can be very easily supplied. 

Mr. Moore. If you do not have that, could you supply it for the 
record ¢ 

Mr. Suicuter. I will supply it for the record. 

(The information referred to is as follows :) 


Conditional sale agreements as of Apr. 30, 1952 





Interest | Paid for | Under 


hana commit- 
rate and owne | ment 





Baltimore & Ohio R. R 
Buffalo, Rochester & Pittsburgh Ry.!__........-...---.-- 
a. & Eastern Illinois R. R 

do 
Delaware & Hudson R. R a 0 
Delaware & Hudson R. R. “B” 4 2, 100, 000 


Minneapolis & St. Louis Ry--.-..-.-..-.- Siewedanshodinbbuds "3g if 1, 334, 777 


New York Central R. R } 000 1, 668 
Pennsylvania R. R 0 











4, 545, 000 | 30, 180, 000 





1 Guaranteed by Baltimore & Ohio R. R. 


Mr. McGutre. With what railroads were they made, do you know? 

Mr. Suicuter. The New York Central, Chicago & Eastern Illinois, 
Minneapolis & St. Louis, Baltimore & Ohio. Those are some I could 
name right offhand, and there may be one or two others. 

Mr. McGutre. Why has there been a shift from the traditional 
equipment-trust certificates to conditional sales contracts? 

Mr. Sticuter. Because a very satisfactory pattern was developed to 
meet the particular requirements of the railroads: (1) They were 
ordering well ahead on Diesel locomotives and wished to cover that 
commitment by a like commitment to provide the money; and (2) pat- 
terns in which very little equity upon the part of the railroads was re- 
quired to effect the financing. In other words, in some instances it was 
actualy 100 percent financing, and, in other words, the entire amounts 
of dollars provided to purchase the equipment resulted from the 
financing. 

Mr. McGuire. Would you be good enough to tell us the difference 
between a conditional sales agreement and the traditional equipment- 
trust financing? 

Mr. Suicuter. Well, the conditional sales agreement is a simple in- 
strument frequently used, and used by a great number of individuals 
in purchasing automobiles. The Philadelphia plan results in a trustee 
acting as trustee of the obligations issued under the trusteeship, and 
the indenture that follows, and providing securities which may be 
and historically have been sold for public distribution; and histori- 

cally, the equity in the Philadelphia plan has ranged anywhere from 
30 down to 25 and in some instances 20 percent, but usually with a sub- 
stantial equity position supplied by the railroad. 

Mr. McGuire. Are any directors of your insurance company also 
directors of railroads? 





ee ed 
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Mr. Suicrrrer. I can name at least two. Mr. Louis Quarles is a di- 
rector of the Milwaukee Railroad, and Mr. William C. Faye is a di- 
rector of the Northwestern Railroad. We have not made a condi- 
tional sales contract with either road. 

(The following information was later submitted :) 

In response to Mr. McGuire's question, “Are any directors of your insurance 
company also directors of railroads?,” I am listing below all trustees of the North- 
western Mutual Life Insurance Co., who, according to our records are directors 
of railroads. The board of trustees is the governing body of the company and 
consists of 36 members, only one of which, President Edmund Fitzgerald, is an 
officer and employee of the company. This company has not purchased any con- 
ditional sales contracts of any of the railroads listed below : 

Name of trustee Name of railroad 
Stanley C. Allyn Western Allegheny R. R. 

Pittsburgh, Cincinnati, Chicago & St. Louis R. R. 
(Pennsylvania R. R. System) 

William E. Buchanan Chicago & North Western Ry. Co. 
William C. Frye.__.....-..-. Chicago & North Western Ry. Co. 
Frank A. Kemp Great Western Ry. 
Louis Quarles___..-----_--~ Chicago, Milwaukee, St. Paul & Pacific 
Harold M. Stratton Grand Trunk Western R. R. 
William P. Witherow Pittsburgh & West Virginia Ry. 

Mr. McGume. Have you any data on the number of subsequent re- 
sales of privately placed loans which you have made? 

Mr. Suicuter. We have sold two issues, one a preferred-stock issue, 
part of our holding in a preferred-stock issue, and the stock was listed 
on the New York Stock Exchange. We have sold a convertible issue, 
the common stock of which was listed on the New York Stock Ex- 
change, and the sales were made on that basis. 

We sold earlier in the year, through Halsey, Stuart & Co., a high- 
grade utility bond of short maturity, maturing in 1956 and 1961. Our 
reason for the sale was that the interest rate was very low, and the 
bonds were sold at a premium, and we reinvested the funds at a much 
higher yield. We do not know where the bonds went, but it is our 
impression they went to other investing institutions and large in- 
vestors. 

Mr. MoGumre. I understood, from earlier testimony, a higher price 
is obtained for issue publicly offered, especially where there is com- 
petitive bidding. Do you believe this is a sufficiently desirable factor 
to require public offering at competitive bidding? 

Mr. Suicurer. No, sir. 

Mr. McGurre. I think it has been very enjoyable having you with us, 
and we are very grateful to you. 

Mr. Suicuter. Thank you. 

Mr. McGoutre. The next witness will be Mr. Stuart F. Silloway, of 
the Mutual Life Insurance Co. of New York. 

This will be the last witness we shall be able to hear this afternoon; 
so, if there is anybody else who wanted to leave, I will announce that 
we will proceed in the morning at 10 o’clock. If there is anyone who 
cannot stay until tomorrow, they can file their statement, and we will 
have it put in the record. 
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STATEMENT OF STUART F. SILLOWAY, VICE PRESIDENT AND MAN- 
AGER OF SECURITIES INVESTMENT OF THE MUTUAL LIFE 
INSURANCE CO. OF NEW YORK, NEW YORK, N. Y. 


Mr. Smroway. My name is Stuart F. Silloway. I am vice president 
and manager of securities investment of the Mutual Life Insurance Co. 
of New York. In that capacity, I have supervision over our invest- 
ments in securities as distinguished from urban and farm mortgages. 

In response to the letter of your chairman, we greatly appreciate 
the opportunity which you have given us to present our views on the 
subject of direct placements of securities and, particularly, on the 
question of amending the Securities Act of 1933 to require the registra- 
tion with the Securities and Exchange Commission of direct place- 
ments. In our opinion, the act should not be so amended. 

I should like to make it clear at the outset precisely what our in- 
terest in direct placements is. 

As you can see from the material furnished in response to your 
questionnaire, Mutual of New York invested a total of approximately 
$446,000,000 via the direct-placement route over the three calendar 
years 1949 to 1951, inclusive. This sum totaled aproximately 45.3 
percent of total funds invested in securities, mortgages, and real 
estate during this period. 

Perhaps even more important than the aggregate amount of our 
funds invested in this manner are the facts that we obtain a slightly 
better interest rate, and, we believe, better terms and provisions which 
enhance the security and, in fact, make it possible for us to invest in 
certain situations that we would not otherwise invest in. The im- 
portance of these facts is high lighted when one keeps in mind the 
fact that Mutual of New York, together with most of the other large 
life-insurance companies, is operated on the mutual plan; that is to 
say, we have no stockholders, and, as a consequence, in investing these 
funds we are acting on behalf of over a million policyholders who 
are the real owners of this mutual company. 

Our responsibility is to obtain a sufficient rate of return, after all 
investment expenses and losses, to provide for the additions to insur- 
ance reserves, on the basis of which the premiums on the policies are 
calculated, and to leave a sufficient overage to permit the payment of 
dividends to policyholders, thereby further reducing the net cost of 
their protection. The investment process in mutual companies thus 
accrues directly to the profit of millions upon millions of policyholders 
and brings life-insurance protection more readily within the reach 
of the average family man. 

I think it is appropriate, before saying more, to define the term 
“direct placement.” As we understand it, a direct placement means 
an advance of long-term credit as a result of direct negotiation be- 
tween the borrower and the lender or lenders. The borrower may be 
a private corporation or a public agency or instrumentality, such as, 
for example, a turnpike authority, a bridge authority, a port au- 
thority, or a State university, or a hospital or religious order. 

(There appeared in the New York Times this morning, and per- 
haps some of you gentlemen saw it, a notice to the effect that 22 
investing institutions had made a loan.of approximately $15,850,000 
to the city of Montreal, Canada, and I mention that because it is 
a rather unusual transaction.) 
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The lender in these transactions is most frequently a life-insurance 
company, but may also be a bank, a pension trust, a university or 
other endowment fund, or any other institution or group or combina- 
tion of such institutions supplying long-term financing. 

The term “direct placement” is also used, though less frequently, 
with reference to the purchase by an institutional or other investor of 
a stock issue, either preferred or common, or a part thereof, in like 
manner. 

The borrower is often assisted in the negotiations by an investment 
banker acting as its agent, but the essence of the direct placement is 
that the negotiation of the financing takes place directly between the 
borrower, with or without the assistance of an agent, and a lender. 

Direct. placements represent, therefore, a most natural, simple, and 
flexible form of providing long-term capital. The direct placement 
actually brings to the field of long-term financing the intimate rela- 
tionship which has always existed in short-term financing where bor- 
rowers obtain credit through direct dealings with banks. 

One point which perhaps deserves special emphasis is that a com- 
mercial bank and an insurance company now frequently join in making 
credit directly available to business under the same direct-placement 
agreement.’ This has become an extremely valuable credit tool. 

I think it might be helpful if I gave you very briefly our own expe- 
rience in the direct-placement field. This portion of my statement 
will mainly consist of first-hand factual information, though some 
reference will be necessary to the general economic environment of the 
past two decades which is entirely familiar to all of you. 

Direct placements represent a method of financing which is prob- 
ably as old as the lending of institutional funds, but the entry of this 
company into the direct-placement field to an important extent took 
place during the middle and late 1930's, and direct placements have 
grown substantially in volume since World War II. 

The rise in direct placements—again speaking from the standpoint 
of this company, which is probably typical—can be traced to a number 
of factors, legislative and economic, which came into focus in the years 
following the Great Depression. Up to the late 1920's, the supply 
of what were generally considered to be high-grade corporate bonds 
was relatively large in relation to this company’s needs for investment 
outlets. Up to that time, the law of New York regulating the invest- 
ments of life-insurance companies limited securities eligible for in- 
vestment to corporate bonds which were adequately secured by physical 
property or collateral other than corporate stocks, This law applied 
to all companies doing business in New York, whether or not domi- 
ciled there—a large part of the life-insurance industry. Since, gen- 
erally speaking, railroad bonds and public-utility bonds fulfilled this 
definition, whereas the obligations of industrial and miscellaneous 
companies were generally unsecure, most investments of life-insurance 
companies, including our own, in corporate securities were in railroad 
and public-utility bonds. At the end of 1927, only $159,000,000 or 
1.1 percent of life-insurance assets were invested in bonds of indus- 
trial and miscellaneous companies. In 1928, however, New York 
amended this law so as to permit investments in unsecured corporate 
obligations and preferred stocks which met certain earnings tests. 
I mention this change not only because it affected directly a very large 
part of the insurance industry but also because such a change in the 
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law of a State which is as financially conscious as New York probably 
indicated a significant change in investment thinking. 

This company did not enter the new industrial field until about 
1934. 

During the six intervening years following the change in the law, 
the railroad field had turned distinctly unattractive due to the impair- 
ment of railroad earning power and the record of defaults which, 
within a short time, brought virtually one-third of the railroad mileage 
of the country into receivership or bankruptcy. The public-utility 
field was suffering from the attacks upon the holding-company struc- 
ture and hence was not seeking important amounts of outside money. 
Utility financing during this period largely dried up and consisted 
importantly of refundings which were made possible by the lowering 
of the interest rates occasioned by the supply and demand relation- 
ship in the money market and certain other factors. *The building 
industry was inactive and remained so for several years, and the 
supply of mortgages was correspondingly low. 

The industrial companies, on the other hand, were beginning to 
emerge and were among the first to take a look forward toward new 
development and expansion. 

This company, in search of new investment outlets, naturally turned 
its attention toward familiarizing itself with the new industrial field. 
It soon became clear that activity in this field would be such as to 
require additional experienced personnel, and men capable of making 
industry and company analyses were, accordingly, employed. This 
became the field in which, in our own experience, direct placements 
have been most common. 

Turning now to the supply side of the money market, as you know, 
at that time individual investors were badly shocked by the events of 
the 1929-32 period and were not willing to invest their funds freely, 
even in the securities of stable and well-regarded corporations. 

In the same period, commercial banks were operating with great 
caution and restraint and were utilizing their available funds on a 
most conservative basis in the granting of short-term credit. In 
fact, it was not until the late 1930’s or the early years of World War IT 
that commercial banks of importance were willing to grant long-term 
credit. Savings deposits had declined during the 1929-82 period 
in such a manner as to cause these banks to have little or no interest 
in making new investments, and it was several years before they 
developed a real appetite. Investment trusts and pension funds in 
general had not developed to the point where they could provide long- 
term capital funds in volume. 

Investment bankers, commercial bankers, and others familiar with 
money market conditions were well aware of these developments which 
pointed to the life-insurance industry as a promising likely supplier 
of long-term funds. The life-insurance industry was receptive to 
overtures from prospective seekers of long-term credit. By the very 
nature of its business, it continued throughout the depression to 
accumulate funds available for investment. 

It seems clear, therefore, that coming out of the depression you had 
on the one hand a dynamic segment of our economy characterized 
primarily by industrial companies which began to be in need of financ- 
ing and on the other a group of institutions with funds to invest. 
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Thus, a perfectly natural self-generated process of evolution 
occurred, causing progressive businessmen and their alert financial 
advisers to seek out life-insurance funds. The fact that the managers 
of those funds were looking for areas in which they could employ 
them safely and with a fair return for policyholders served to com- 
plete both sides of the equation. The process of direct dealing growing 
out of the financial circumstances of the early 1930’s was, therefore, 
merely the manifestation of a perfectly natural tendency for two 
parties tp discuss a transaction which they believed will be to the 
benefit of each, a tendency which will endure so long as the two parties 
are permitted to deal with one another on a free-enterprise basis. 

The passage of the Securities Act in 1933 undoubtedly made corpo- 
rate borrowers fearful of the penalties which the act originally in- 
volved for directors and officers, although these fears were largely 
allayed by the 1934 amendments. The requirement for registration 
under the act also probably stimulated direct placement. “But,” as 
Louis Loss, former associate general counsel of the Securities and 
Exchange Commission and now professor at the Harvard Law School, 
says in his recent book on securities regulation : 

There are so many other facts which explain the growth of private place- 
ments that it seems permissible to infer that the effect of the Securities Act has 
been relatively minor, and that the incidence of private placement would not 
be greatly affected if the act were to be repealed altogether. 

Since railroad companies and public-utilities companies are gener- 
ally subject to the jurisdiction of regulatory bodies, the greatest 


freedom of choice to select the method of financing best suited to their 
needs is now enjoyed primarily by companies in other businesses, 


which we classify as “industrial” and “miscellaneous.” 

To require industrial companies to register all security issues, 
whether or not they are directly placed with an institution or a group 
of institutions, would not seem to provide any tangible benefit to either 
party. 

Looked at from the viewpoint of the investing institution, I can see 
no reason for required registration, since institutional investors make 
independent investigations into the character and quality of security 
issues that they contemplate purchasing which go considerably beyond 
the registration requirements under the act. 

It is the standard practice in this company, and I think it is the 
practice of all institutional investors, to examine carefully the earning 
power and asset position of a prospective borrower during the depres- 
sion and thereafter each year. The depression period is particularly 
significant. The combination of reduced volume and tinted price, 
which was characteristic of most manufactured products during that 
period and in 1938, placed great responsibility upon management and 
taxed its ingenuity to the utmost. The manner in which it preserved 
earning power and retained working capital during this period there- 
fore receives considerable attention. 

Moreover, it is customary to examine the asset position and earning 
power of the company’s principal competitors in order to determine 
its relative position in the industry. 

In addition to this financial and economic examination, the direct 
negotiations which take place give the investor an exceptionally ac- 
curate view of the detailed nature of the borrower’s business and 
financial needs and a special opportunity to appraise the character, 
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ability, financial policies, and objectives of the management. In 
most businesses, management is so important that opportunity to get 
acquainted by seeing how a borrower’s management conducts itself 
in actual negotiations is of great value to the investor. Conversely, 
during these negotiations corporate management becomes more 
familiar with the needs and requirements of the institutional investor 
and may be assisted in exercising financial judgment. A customer 
relationship is established somewhat similar to that existing between 
banks and their borrowers. This encourages borrowers to discuss 
their needs and problems with the long-term lender, all of which 
tends to instill confidence and to keep the institution more closely 
informed with respect to current progress or problems of the borrower. 

Because of these negotiations and this relationship, the borrower 
and lender are able to design provisions especially suited to the par- 
ticular circumstances involved. 

If by reason of a change in the business any provisions of: the loan 
have become inappropriate to the business, practical and intelligent 
changes can be negotiated. For this reason, strong protective cove- 
nants are possible in a direct placement, since any necessary, prac- 
tical amendment can be obtained without the great difficulty which 
would be the case if a large number of individual holders were 
involved. 

Because of the development and present existence of the kind of 
investigation I have described, it seems clear that registration of direct 
placements under the Securities Act would serve no useful purpose for 
the institutional investor. It would seem to us that, on the contrary, 
such registration would add measurably to the burden of those seekin 
funds, since there would be duplication of effort in complying with 
the formal requirements of the registration and the requirements of 
the lender in the manner I have described. This, of course, would 
also entail duplication of expense and involve delay and market risk 
during the waiting period. This would be particularly burdensome 
for small companies. : 

Looking at this subject from the viewpoint of the borrower, it can 
be argued perhaps that very large and well-known corporations may 
find that there are some slight disadvantages tq this method. These 
might be somewhat more stringent terms, a slightly higher interest 
cost, and the lack of an opportunity to repurchase the issue at a dis- 
count at some future time, which was so advantageous to many cor- 
porations having available cash throw-off during the 1930’s. 

These possible disadvantages seem to be more than compensated 
for, however, by the fact that in a direct placement the transaction 
can be consummated more readily with less direct expense and free 
of market risk during the waiting period. The ability of the bor- 
rower to obtain a commitment, with no market out and at a set price, 
and his ability to obtain this commitment often considerably in 
advance of his need, is probably one of the greatest advantages from 
his standpoint. 

In addition, great value is attached to the close relationship which 
is developed with the lender’s organization during the negotiation 
period, which makes possible a waiver or modification later to meet a 
special problem more easily than would be the case with a public issue. 

e same fact, of course, makes it possible to obtain additional funds 
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with considerably less work and expense to meet future requirements 
after greater knowledge and experience have been obtained. 

Another advantage to the borrower is the opportunity to present a 
situation which, although thoroughly sound, may be complicated and 
difficult to understand. 

Another and most important advantage in the direct placement 
lies in the opportunity to have funds made available over a period 
of time as they are required for construction purposes, thus achieving 
substantial savings in interest cost during construction. 

To small and medium-sized corporations, the direct placement offers 
all of the above described saesittle advantages and virtually none of 
the disadvantages. In fact, the greatest beneficiaries of the direct 
placement process have been, and will continue to be, the smaller units, 
many of which could not obtain funds from the market place in the 
usual manner at all, or, if they were able to do so, would find the costs 
virtually prohibitive. 

Certainly, the suitability of direct placements to borrowers’ needs is 
evidenced by the extent to which they have been used. Some bor- 
rowers, for reasons based upon their needs, prefer registration and 
public offerings. Each method therefore, obviously, must have ad- 
vantages and disadvantages, the advantages of the direct placement 
method outweighing with some the advantages of the public offering, 
and vice versa. 

It is well recognized that there are now two markets to which cor- 
porations, public agencies and instrumentalities, universities and other 
institutions may turn for long-term funds. The one is through the 
public market where Congress, in the Securities Act, has found it neces- 
sary for the protection of the public to establish the safeguards of 
disclosure required by the Securities Act and the Securities and Ex- 
change Commission. The other is by the direct approach to financially 
experienced institutions which make investigations generally goin 
considerably beyond those possible in the written statements supplie 
under the act. 

These two markets are in direct and highly developed competition, 
and we believe that an amendment to the act, such as is now under 
discussion, would not only limit the freedom of prospective borrowers 
and prospective lenders to deal with one another, with all the advan- 
tages to each that this method of financing entails, but would also place 
a needless restraint on the competition which now exists in the credit 
market. We do not believe that it would be in the public interest that 
the Securities Act, a very excellent statute, should now be used to 
restrain this very natural, normal, and wholesome competition. 

The underlying philosophy of the Securities Act, as we understand 
it, and its whole purpose, was to protect, through disclosure, the general 
public from the severe losses which they had sustained in the past 
through unethical, or even dishonest, practices on the part of some 
persons issuing securities and some underwriters promoting such 
issues. Throughout the history of the “blue sky laws” which, prior to 
the enactment of the Securities Act, had regulated the issuance of 
securities in a number of States, there was generally an exemption in 
the case of transactions between issuers and investors such as insurance 
companies and banks which were experienced in the investment of 
funds. This exemption was deliberately carried over into the Securi- 
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ties Act. In this connection, it is perhaps worth while quoting one 
sentence in President Roosevelt’s message to Congress on March 29, 
1933, recommending the act: 

The purpose of the legislation I suggest is to protect the public with the least 
possible interference to honest business. . 

To date, although having in mind that the entire period in which 
these transactions have grown in popularity has been one generally 
characterized by industrial prosperity and without the disturbing 
influences of a depression, we believe that the need for extending the 
disclosure mechanism of the act has not been demonstrated. If the 
time should come when the direct placement method should be used 
as a means of circumventing the act, a need for congressional action 
might well arise, but it seems to us that the existence of such a pos- 
sibility, like the existence of any other potential threat to the public 
welfare which may never eventuate, calls for the enactment of no new 
legislation. Any form of registration statement of which we can 
conceive would not only be unnecessary, in our judgment, but it would 
impede the capital markets and place obstacles, which might well be 
serious, in the way of the most economical and effective operation of 
the free enterprise system. 

(The newspaper articles referred to by Mr. Silloway are as 


follows :) 
(From New York Times of May 20, 1952] 


TWENTY-TWO INSTITUTIONS LEND $15,850,000 To MonTREAL 


The city of Montreal has borrowed privately $15,850,000 from 22 institutional 
investors in the United States and Canada, it was announced yesterday. The 
transaction was arranged by an investment banking group headed by Kuhn, 
Loeb & Co., Glore, Forgan & Co., Salomon Bros. & Hutzler, and Gairdner 
& Co., Ine. 

The loan consists of serial debentures maturing from October 15, 1953, to 
October 15, 1972. The debentures bear interest rates ranging from 25, percent 
to 3% percent. The average yield to the buyers is 3.7896 percent. 

Among the lenders were State Mutual Life Assurance Co. of Worcester, 
Mass.; Sun Life Assurance Co. of Canada; Minnesota Mutual Life Insurance 
Co.; John Hancock Mutual Life Insurance Co.; Bank of America National 
Trust and Savings Association; Bank of Montreal agency; and Belgium- 
American Banking Corp. 

Mr. McGuire. Has your company resold any direct placements at 
all? 

Mr. Stttoway. Yes; we have, Mr. McGuire. We have sold a fairly 
significant number of issues, and a fairly sizable aggregate amount 
over the 3 years of examination that are covered by the questionnaire 
sheet. The aggregate amount is approximately $1514 million. All 
of the issues that we have sold have been high-grade securities, very 
high-grade securities, the great bulk of them being short or inter- 
mediate maturities for which, at the time, the market paid a very sub- 
stantial premium, and it gave us an opportunity to dispose of those 
securities at a very high price, and to reinvest the funds at a consider- 
ably better rate of return. 

All of the securities that we have sold, we are almost positive—we 
are very, very sure but not quite positive in regard to one—went either 
to institutional investors, such as other insurance companies, pension 
funds, savings banks, or back to the original issuer. One college was 
a purchaser. 
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Mr. McGutre. Do you believe private placements, when resold, 
should be registered before the resale takes place ? 

Mr. Strroway. I do not; no, Mr. Congressman. I do not see any 
advantage, frankly, or any reason for it. If the security has been 
registered and held by an institution, and then several years later it 
is sold by that institution, registration is not required. Similarly, 
I see no reason to require registration in the case of an issue that has 
been purchased through direct negotiation and held for a period of 
time. 

Mr. Bennett. Well, in the case of an issue that has been registered 
in the first place, the public has had whatever protection the law in- 
tended to give them as a result of that. But in the case of a private 
placement, it was never contemplated that the public would be con- 
cerned with the purchase of that particular issue. Now, do you con- 
tend that it is proper, after you have made a direct placement pur- 
chase, to turn around and resell those to the public without 
registration ¢ 

Mr. Sittoway. Obviously, Mr. Congressman, we would only sell 
them after having held them a protracted period of time. I do think 
that the examination that is made by an investing institution in the 
first instance is very thorough-going, and more thorough-going than 
the requirements of the act. 

On top of that, I think that the buyer of such an issue at a later date, 
if the institution did resell, would have the added protection of know- 
ing that that issue not only had been approved by an institutional in- 
vestor, but that the institutional investor had in fact put its money 
into it. I think it would be, in effect, a voucher arising out of the 
actual investment in that issue. 

Mr. Bennerr. On the other hand, it might be a case of the insti- 
tution wanting to unload the issue, too. 

Mr. Stttoway. I do not think that would be the case. 

Mr. Bennett. I mean, that could be the case, could it not ? 

Mr. Sittoway. Well, the mechanics, perhaps you would be inter- 
ested in. I think that the general mechanics by which an institution 
would sell a block of debt securities that it had acquired at direct nego- 
tiation would be through the mechanism of the investment banking 
fraternity. The general procedure would be to call in an investment 
banking firm and acquaint them thoroughly and completely with the 
situation, giving them all of the information that they required, and 
in fact, all of the information that the institution had. I feel very 
confident that that would be quite a thoroughgoing examination. 

Mr. Bennetr. That might be true; and on the other hand it might 
not be true, in a particular case. If the policy of reselling to the pub- 
lic of issues which have been exempted from registration is to be fol- 
lowed, then certainly you are circumventing the intent of the law, 
which was that all securities sold to the public should be registered, 
is that not a fact? Now, whether there is any harm done or not, that 
is quite a different matter. 

Mr. Stttoway. Well, my understanding, Mr. Congressman, of the 
intent of the act, it was to prevent fraud in the issuance of securities 
and to develop full disclosure and truth. I think that where you had 
an investing institution with an experienced and capable organization 
having made an investment in the first instance, that would be the 
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equivalent at the start of registration. I think, as a matter of fact, it 
would be much more thorough-going. 

Mr. Bennett. I do not have any particular case in mind, but if it 
is legal to follow a policy of reselling to the public, issues which have 
been privately placed and never had SEC registration, it seems to 
me that you can run into very dangerous abuses. While the com- 
panies you have in mind may review their securities as thoroughly 
or more thoroughly than they would had they been registered, the 
fact remains that once in a while people make mistakes, and if an 
issue is put and a mistake was made, or a misrepresentation was 
made, and you took that by private placement, let us say, and then 
wanted to unload it to the public, in that case the public would be 
deprived of the protection that Congress gave them when they passed 
the registration requirement, it seems to me. 

Mr. Harris. It was $9,175. 

Mr. Sttroway. Well, it would, of course, be entirely possible for an 
institution to purchase a registered security and hold it for a period 
of time and witness some very important impairment in either the 
earning power or the asset position of that particular company, and 
the mere fact that it had once been registered would be no protection 
in the event that that security would subsequently be resold. 

Mr. Bennetr. Oh, no; but at least in that case the public would 
have had the original protection of the registration procedure that 
Congress intended it to have. 

In the other case, there is no protection afforded, and the public in 
such a case would be, it seems to me, relying entirely on the good faith 
representations made by the people who were handling the deal. 

Mr. Sriroway. Well, I think that in your examination that is un- 
doubtedly true, Mr. Congressman, but I must go back to the firm be- 
lief that I have that the investigation of the investing institution in 
the first place would be very thorough-going, and the mere fact that 
they put their money in it would, I think, provide a voucher of quality 
that would be lacking by mere registration. 

Mr. Bennett. I know; but the minute you get into that field, then you 
are getting entirely away from the fact that protection is needed. If 
the public is going to rely, in the case that you are talking about, on 
the good judgment and the integrity of private enterprise, you could 
make the same argument for doing away with the registration entirely. 

Mr. Suroway. Yes, of course. But we should have in mind, Mr. 
Bennett, that the act did not attempt to regulate trading as such. It 
was purely an act designed to result in full disclosure in the initial 
issuance of a security, and to assure that the security when issued 
initially was accompanied by full disclosure. But no effort has been 
made in the act to regulate trading or the later sale or disposition of 
securities. 

Mr. Heuer. Is the insurance company not doing just that? 

Mr. Stttoway. Well, it is, Mr. Congressman, but I do not see any- 
thing wrong with it. I do think, further on that particular question, 
that I have mentioned in part the kind and type of mechanism that 
would be involved in the sale, that is, providing of information to an 
investment banking firm, who would be the agent; and he would be, 
I feel, thoroughly competent, and I think all institutions would feel 
obligated to provide full disclosure. 
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Mr. Bennett. I think they would, too, as a rule, and I would not 
quarrel with that. But the fact that there is a gap there—it seems 
to me that there is a gap—not only a gap, but an evasion of the intent 
of the law, if these private placement securities could be resold to the 
public without registration, I think we have an evasion of the 
law there. I do not know that the practice has been abused, but cer- 
tainly it seems to me that it could be. 

I have one other question here. If, as you say, you made such an 
investigation, and the fact that you once had money in an issue is 
tantamount to a voucher to the public, would you then feel ready to 
assume some such liabilities as are set forth in section 12 of the under- 
writers’ regulations, to the issues that are resold ? 

Mr. Siztoway. I am not familiar with section 12. 

Mr. Bennett. I am not too familiar with it, myself, but it does re- 
quire, as I understand it, that the underwriters assume some liability 
for the statements of fact that they make with respect to the issues 
they sell. 

Mr. Sutzoway. I think that in general, Mr. Congressman, the kind 
and type of directly purchased securities a life-insurance company is 
likely to dispose of at any time is going to be that of a very large and 
well-known corporation where there is a substantial body of infor- 
mation, both financial and economic, available to the investment bank- 
ing firm that handles a transaction, and to a prospective investor. We 
recognize more and more, quite frankly, that with the smaller and 
medium-sized companies to which we make these loans, we are, gen- 
erally speaking, not in a position to resell, and we have never sold any 
such issue. I think that is quite characteristic of the whole process. 

Mr. Heuer. How does the resale differ from the public offering? 

Mr. Suzroway. I do not think, in actual mechanics, it differs a great 
deal, Mr. Heller, in that you apply to an investment banking firm, 
and indicate a willingness to dispose of a certain security. They, in 
their experience, will endeavor to place that at a price that will be 
gitisfactory to you. 

Mr. Heiier. But on a resale, is that not within the provisions of 
the act with respect to liability ? 

Mr. Stttoway. Well, they have not been, Mr. Congressman, on any- 
thing that we have resold. 

Mr. Heiter. You mean so far you have been lucky; is that what you 
mean ¢ 

Mr. Stttoway. No; I do not mean that at all. 

Mr. Heuer. It could happen, though, could it not? 

Mr. Stttoway. I mean that the securities we have sold have been 
securities of corporations that are very well known, and corporations 
on which there is a very large amount of financial information avail- 
able to a prospective investor. The majority of them have securities 
that are listed. That, in general, I think, is the only area in which 
resale of a directly acquired security will ever be of any consequence. 

Mr. Hetter. How can we maintain the economy of the country in 
a healthy state if you are just picking on these gilt-edged securities 
of these well-known companies. How about those that have just be- 
gun to raise their heads and want to do a little business once in a while? 

Mr. Stttoway. Frankly, I think the greatest beneficiaries, far and 
away, of the direct placement technique, have been the small and 
medium-sized corporations. 
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For example, in 1951, in my company, we made approximately 97 
purchases of debt issues for approximately $139 million, which is 
about $1,400,000 of average size. We have made a great many loans 
to small and medium-sized corporations, and I feel very strongly 
that that size and that segment of our economy has been a greater 
beneficiary of the direct placement method than have the large cor- 
porations. 

Mr. Hetier. What do you call a small loan? 

Mr. Sttroway. Well, that is awfully difficult to define, Mr. Heller, 
and various people use different sizes. We think in terms of a loan 
in the amount of half a million dollars, or thereabouts, on up to $1 
million, as being a small loan to a small corporation. We have made 
them as small as $75,000 to very small corporations. But generally 
speaking, when we are around half a million dollars we regard that 
as being a small corporation. A very large percentage of our business 
has been in that size category. 

Mr. Hexier. Loans under $1 million are pretty scarce, are they 
not? There are very few of those loans? 

Mr. Strtoway. No, Mr. Heller, I would not say that at all. 

Mr. Hetrter. What percentage, would you say, of the gross loans 
that you make, would they represent ? 

Mr. Smroway. Well, I am sorry, I do not have that figure. As I 
say, the average of what we did in 1951 was $1,400,000. There were 
some fairly sizable pieces of business in that category. But loans, 
looking now at the questionnaire form that we filed with your com- 
mittee, we had loans in size from $100,000 to $500.000—there were 
32 in number, which were 33 percent of the aggregate that we did. 
Stepping on up from the $500,000 to $1 million bracket, there was an 
additional 21. And so, something over half of our loans were in 
what I would classify as being small in size. 

Mr. Hetier. Thank you very much. 

Mr. Stttoway. Thank you, Mr. Chairman. 

Mr. Hetter. Mr. Harris is the next witness. ° 


STATEMENT OF PHILIP S. HARRIS, VICE PRESIDENT OF GRAYSON- 
ROBINSON STORES, INC., NEW YORK, N. Y. 


Mr. Harris. My name is Philip Harris, and I am the president of 
S. Klein on Union Square in New York City, and executive vice presi- 
dent of Grayson-Robinson Stores, Inc. 

You already have my statement, and I will not read it, but I would 
like to cover a point that was brought up earlier in the day, and I do 
not think it was adequately answered from the borrower’s viewpoint. 
That is the relative costs of the loans made through public financing 
and through private placement. 

I would like, with your permission, to give you our own experience 
in that instance. 

Mr. Hetxer. We certainly will appreciate it. 

Mr. Harris. I want it understood in the beginning that I am in no 
way condemning the stock market. Our initial financing and our re- 
lationships have always been most cordial. Further than that, we 
were brought to the Prudential Insurance Co. through our under- 
writers. And the amounts that I am about to give you are in no way 
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a reflection on the individual underwriting agency. These are the 
customary commissions and expenses involved in financing. 

Our initial financing was an issue of 100,000 shares of common stock 
which brought us a net proceeds, in 1945, of $645,000. The cost to us 
was $105,000, 

Our next sale brought us net proceeds, through public financing, of 
$3,900,000, and the cost to us was $247,000. 

Mr. Bennetr. How much of that was registration cost ? 

Mr. Harris. The registration was a very small amount, $277. 

Mr. Bennerr. Did that include all attorney fees? 


4 


Mr. Harris. This $247,000 includes all fees for the registration, 
plus the underwriter’s discount. 

Mr. Bennerr. You mean the preparation of the statement and all 
of that ? 

Mr. Harris. And the accountants’ fees and legal fees. 

Mr. Bennerr. Was that $247? 

Mr. Harris. It was $247,000. The registration fee, Mr. Congress- 
man, was $277. 

Mr. Bennett. I did not mean registration fees; I meant the cost of 
registration. That is what I really meant. 

Mr. Harris. If you consider the cost of registering, and the costs 
of floating the issues—because you would not do one without the 
other. 

Mr. Bennett. Well, you could have one without the other, could 
you not ? 

Mr. Harris. You mean we would have registered an issue without 
selling it? 

Mr. Bennett. No; but you could have registered an issue and sold 
it toa private placement. 

Mr. Harris, There would have been no point in registering the 
issue. 

Mr. Bennetr. Well, that is true, but if we have the problem here 
of considering whether private placements or whether all securities, 
for example, that are sold, either by private placement or otherwise, 
should be registered, if that was a requirement and you still wanted 
to place your issue privately, there would not be anything to stop you 
from doing so, would there / 

Mr. Harris. There would not be anything to stop us, but if I 
might discuss it, not as an expert—I am a businessman and not an 
Insurance man——— 

Mr. Bennerr. I am not an expert, either. 

Mr. Harris. But this I know, from our own experience—— 

Mr. Bennerr. What was the underwriter’s commission? Maybe 
we can separate it that way. 

Mr. Harris. The underwriter’s commission on 100,000 shares which 
brought us $645,000 was $80,000. 

Mr. Bennerr. And then the total fee was what ¢ 

Mr. Harris. It was $105,000. 

Mr. Bennerr. What was the other $25,000? 

Mr. Harris. The other $25,000 would be expenses that would be 
required to file and register. 

Mr. Bennett. That is what I was trying to get. 


23578—52—pt. 2——7 
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Mr. Harris. Well, for example, you would have mg fees of $10,500 
in order to make up your S-1 properly. You would have accounting 
fees of $5,000—and these are actual expenses. The printing of the 
S-1 would be $5,000. Our taxes, $900. Transfer and registry fees, 
$1,700. Qualification under State security law is $500. Registration 
fee, $277.50. Miscellaneous expenses of $950. 

Mr. Bennett. So if you register under the SEC, it will cost $25,000; 
and if you had sold that privately, you would have saved the 
commission ? 

Mr. Harris. May I answer that this way: If I had brought that 
S-1 to the insurance company, they would have thrown me out. That 
S-1, with all of the information it gives, would not have entailed 
the insurance company lending us the money. I know that, because 
of my further relationships with the insurance company. 

Mr. Bennerr. Why not? 

Mr. Harris. It is not thorough enough onformation to suit them. 
It is merely a record of conditions that have existed. 

Mr. Bennett. You mean the underwriters want more information 
than the SEC requires? 

Mr. Harris. The insurance company, the Prudential Insurance Co., 
requires much more information; and the information involved in 
this would have been part of only the initial meeting as to a statement 
of condition and a statement of past earnings, and on that alone we 
could not do business with them. 

Would you be interested in knowing what our insurance loans 
cost us? 

Mr. Bennett. Yes. I interrupted you, and you were going on with 
that. . 

Mr. Harris. I wanted to supply what I felt was a hole in today’s 
testimony. 

Mr. Hetier. Do you wish to have this letter which you sent us 
inserted in the record ? 

Mr. Hurrts. Yes; if you please. 

(The letter referred to is as follows :) 

GRAYSON-ROBINSON SToREs, INC., 
New York, N. Y., March 26, 1952. 
Hon. Louts B, HEtLer, 
Chairman of the Subcommittee, House Committee on Interstate and Foreign 
Commerce, House of Representatives, Washington, D. C. 

My Dear S'r: I understand that among the matters being investigated by 
your subcommittee is one dealing with the relative merits of the direct placement 
of industrial loans as compared with the use of security markets as the source 
of necessary business funds. 

Because our corporation has had some considerable experience in these matters, 
I think that our views on the question may be of interest to your committee. 

At the outset, I should like to emphasize that in the rapid and substantial 
expansion of our business over the course of the past 15 years the direct lending 
tacilities of an institution like the Prudential Life Insurance Co. have been 
of inestimable help. The ability to work with Prudential in the direct placing 
of a loan has been one of the important events that has made our growth possible. 

Briefly, our organization started in 1937, with a few small apparel shops on the 
Pacific coast, doing a business for our first fiscal year of approximately $1,300,000. 
At this point, 15 years later, those few stores have developed into a Nation-wide 
chain of 65 stores, and, in addition, we own the rather well known S. Klein 
department store on Union Square in New York and the §S. Klein department 
store in Newark, N. J. Consolidated business for this present year should be 
in the neighborhood of $100,000,000. 

Our initial growth was done at the heginning through reinvestment of our 
modest earnings, and we were able to build our business in this way to 26 stores. 
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In 1945, we placed through Emanuel Deetjen & Co. a public offering of our com- 
mon stock, which gave us needed capital for the further expansion of the chain. 
In 1946, Emanuel Deetjen & Co. again sold common and preferred stock for us, 
with the proceeds of which we bought the S. Klein store in New York. The 
money obtained from the market was very necessary, but, believe me, sir, obtain- 
ing it required a great deal of time and expense. 

Once our credit had been established, and further funds became necessary to 
the operation of the much larger business that we had then achieved, it was at 
the suggestion of our own bankers, and through their cooperation, that we were 
able to go to the Prudential Insurance Co. and on a direct placement of a loan 
received $2,500,000 quickly and on such terms as we could not have hoped to 
obtain through a public offering. We were fortunate in the continuing growth 
of our business and, as the need arose, the loan was increased from the initial 
$2,500,000 to $4,000,000 then to $5,700,000, and finally to $7,500,000. In the 
course of the continued growth of our loan, the Prudential has maintained a very 
keen interest in the development of our financial pattern. A year ago, on their 
recommendation, we went again to the market and sold 100,000 additional shares 
of stock. They also provided $2,500,000 needed to build a really model home 
office for the chain and to meet expanded working capital requirements, 

I would like to point out, my dear sir, that the direct placement of our 
loans with the Prudential, which provided a method of financing supplementary 
to the normal stock-market procedure, made it possible for us to achieve the 
following results: 

(1) The acquisition of funds necessary for the operation of our business, which 
enabled us to maintain an earnings record and a stable capital structure, and thus 
to offer a sound security for public investment. 

(2) Having secured necessary operating funds by direct loan from the insur- 
ance company, we were able to avoid any dilution of our stockholders’ equity 
through an overissue of stock. Stockholders are not benefited if the amount 
of stock outstanding is so great as to make profits yield a poor earnings ratio 
per share. 

(3) Additional protection was furnished to our stockholders by the careful 
restrictions established by the insurance company as protection for its loan. 

All this has been done in the healthiest of business atmospheres, for the insur- 
ance company has served as a protective influence over everybody, and has done 
so without injecting itself intc the conduct of the business, or in any way in- 
fluencing its policies or the selection of directors or officers, etc. 

All in all, I can assure you that the convenience of direct placement, and the 
insurance company’s recognition that proper equity financing has a function to 
serve in the business community, has provided American business with one 
of the soundest and most progressive financial influences to be found in the world. 

Very truly yours, 
GRAYSON-Rortnson Srores, INc., 
Purp 8. Harris, Vice President. 


Mr. Harris. Our first loan from the Prudential Insurance Co. was 
for $214 million. The total cost of that loan, including a fee to our 
underwriters, was $12,500. 

Mr. Herter. That is what you call a direct placement ? 

Mr. Harris. That is a direct placement. 

We then borrowed an additional $1,500,000 from the Prudential 


| Insurance Co. The cost of that, including the fee to our underwriters, 


was $7,500. 

We then further borrowed $1,835,000 from Prudential, and again 
the fee for $1,800,000 was $9,175, including the fee to our underwriters. 

Mr. Hetxer. Give me that figure again, will you? 

Mr. Harris. It was $9,175. 

Mr. Hetier. Well, all of the information that they require was 
given when that $2,500,000 was borrowed; is that not right ? 

Mr. Harris. No, sir. With each renegotiation, a complete picture— 
and, of course, it is abbreviated, and one of the reasons it is in abbre- 
viated form is that we must report to the insurance company quar- 
terly on all information, which practically duplicates our initial report 
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to them, and covers every high light and restriction they have set down. 

Mr. Heiter. What kind of statements are you required to give them 
quarterly ? 

Mr. Harris. We give them a complete operating statement, plus a 
balance sheet. 

Mr. Heuer. How long did it take to consummate this $2,500,000 
loan ? 

Mr. Harris. The last one? 

Mr. Hetxer. The first one that you had there. 

Mr. Harris. Our first meeting with them was able to be consum- 
mated in less time than would usually be the case, because we had only 
recently undergone financing, and our SEC reports were there, and 
were ready. But I would say that their own investigation took them 
about 21% or 3 weeks. 

Mr. Hetter. Is that because your entire registration statement had 
already been prepared for SEC scrutiny ? 

Mr. Harris. Well, it was able to move more quickly because our 
largest investment, among other things, was right here in New York 
City, in S. Klein on the square, and their visits and inspections and 
meetings could be brought about very quickly. So that we were in a 
very fortunate position geographically to answer their questions and 
supply them with all exhibits, and I think Emanuel Deetjen & Co., 
our bankers, were able to give them the results of their eld trips. 
We have 27 stores in Los Angeles, where the Prudential Insurance 
Co. has a large branch, and they could do their field work right on 
the spot. We are very lucky geographically, so I would not know if 
we were a typical case or not. But the length of time, if you would 
ask me, depended on the amount of time it took them to get to know 
us, and to seek to find the answers to a group of questions that they 
resolved after having made a study of us. It is my opinion that they 
would approach some new and unknown situation a little more slowly 
than they would one with which they are familiar. 

I want to pay public tribute to them at this moment, as to the ques- 
tions they asked us, and the information they seek, and their grasp of 
the situation is truly amazing. It goes beyond what I have expe- 
rienced with bankers, and by that I mean commercial banks. Their 
grasp of a situation gives me pride and confidence as a Prudential 
policyholder, to leave my fate with them. 

Mr. Bennerr. Which of this financing did you do first? 

Mr. Harris. We first went on the market, and that might interest 
you further, as a matter of policy. Our initial financing was an issue 
of common stock, 100,000 shares of common stock. It was issued 
through a public underwriting. That money gave us a basis of ex- 
pansion, and the expansion was profitable. 

When the need for further funds arose, it was agreed by our under- 
writers, as well as ourselves that that type of money should not come 
from selling securities in the market. Al] that would serve to do would 
be to dilute the equity of our stockholders, to no purpose, because it 
was a sort of financing that should be an investment type, with a fixed 
rate of interest, and it tended to enrich our present stockholders. 

As opportunities for expansion came to us, and as we reached a 
certain point in private placement, the Prudential Insurance Co., be- 
fore they gave us that last $1,800,000, insisted that we go once again 
to the market at the proper time, and sell an additional 50,000 shares 
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of common stock. That was the admirable thing about our relation- . 
ship. There was always a balance between what they considered the 
rights of equity stock, and the necessary amounts of private place- 
ment financing. It always gave us a balanced situation, and gave 
our stockholders protection for the money they risked with us in 
common stock. 

Mr. Hetier. Let us get back to this S-1 form. Do you think, Mr. 
Harris, you could tell us the difference between the S-1 form and 
the application required to be made out by the insurance company 
in the private placement loans? 

Mr. Rasen I think I could, Mr. Heller. That is, not in a technical 
way. 

Mr. Hetier. Just in a layman’s way. 

Mr. Harris. Basically, the difference between the two is a matter of 
approach and attitude. I can illustrate that. The last time I was 
over to Prudential, they were having a good laugh because one of 
their overzealous young men developed a list of 65 questions that he 
was going to ask everybody that came in to borrow money, and they 
laughed at him. You see, your S-1 makes the approach that the 
public is entitled to know a state of facts. Your Prudential or other 
insurance companies seek information as a borrower. 

Now, there is a difference in attitude. If you are going to take 
money from me to give, in turn, to a third party, your responsibility 
to a degree, regardless of legislation, ends when you have sold the 
product or the dollar bill from me to the third party. But if you were 
going to lend me that money yourself, your attitude would be a lot 
more cautions and a lot more thorough. It would involve questions 
and investigations of a sort that could not ordinarily be put down in 
black and white. There are questions of integrity, moral character, 
background, attitude, none of which can be supplied in a S—1 state- 
ment. That must necessarily be a form that goes out automatically all 
over the country and is a result of legislation. 

Mr. Hetier. Well, would you say that the S-1 form is sufficient for 
the purposes for which it was intended ? 

Mr. Harris. Yes, sir. I do not think it can go any further than the 
statement one of your witnesses makes, which he puts down in black 
and white. 

I remember in law school we used to study about an English judge, 
and nobody could ever overthrow him on appeal. You had to hear 
his statement read to realize how he would hang a man in arguing 
reasonable doubt or describing reasonable doubt to the jury. 

So that how far can an S-1 go as a form of protection; it is black 
and white, It is the personal relationship that we have with an insur- 
ance company, and it is that which I am defending today, because 
I know what it has meant for us. 

Mr. Heuier. Mr. Harris, this subcommittee wants to thank you 
very much for appearing here and giving us the benefit of your 
knowledge in this situation, which we appreciate very, very much. 

The subcommittee will adjourn until tomorrow at 10 a. m. 

(Whereupon, at 4:20 p. m., the hearing was recessed until 10 a. m., 
Wednesday, May 21, 1952.) 
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WEDNESDAY, MAY 21, 1952 


House or REPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON 
INTERSTATE AND ForEIGN COMMERCE, 
Washington, D.C. 


The subcommittee met, pursuant to adjournment, at 10 a. m., in 
room 1334, New House Office Building, Hon. Louis B. Heller (chair- 
man of the subcommittee) presiding. 

Mr. Hetrer. The subcommittee will please be in order. 

Mr. Reporter, permission is granted to A. S. Patterson, Kansas 
City, Mo., to insert a statement at this point in the record. 

(The statement above referred to is as follows:) 


STATEMENT or A. Z. PATTERSON, A VICE PRESIDENT OF UNITED UTILITIES, KANSAS 
City, Mo. 


The enactment of legislation by Congress which would compel all buyers and 
sellers of corporate securities to use the public market by subjecting all issues 
to the provisions of the Securities Act of 1933, in the opinion of the writer of 
this memorandum, would destroy a method of marketing such securities which 
has been prompt, simple, convenient, and economical, and satisfactory to both 
the lender and the borrower. 

This method, commonly called private placement or direct placement, is simply 
the direct issuance and sale of bonds, debentures, or stocks to one or a small 
number of purchasers, who buy upon the basis of their own investigation and 
their own analysis of the quality of the investment. 

These observations are based upon a background of observation and experience 
of the writer during the last 20 years as director, officer or counsel for a number 
of small public utility companies * operating in Missouri, Kansas, Arkansas, and 
other States in the Middle West. The 22 corporations involved now render elec- 
tric, gas, water or telephone service to more than 300,000 customers and have 
an aggregate capitalization of about $110,000,000, of which approximately 55 
percent is long-term debt, and the remainder is equity securities. In the past 
10 years the number of utility customers, the investment in utility plant facili- 
ties and the outstanding capital issues of these corporations have each approxi- 
mately doubled. In such 10-year period these corporations have issued more 
than 65 separate capital issues (including refundings for reduced interest rates) 
the greater part of which have been bonds, debentures, and preferred stocks. 
Registration statements have been filed with the SEC as to only four of such 
issues, all the others having been marketed by direct placement with institutional 
investors. The sufficiency of the analysis of the investors is demonstrated by 
the fact that none of such issues has ever been in arrears as to interest or divi- 
dends or sinking or maintenance fund payments, although many have been 
outstanding for several years and many have been issued by comparatively 


2 United Utilities, Inc.; Central Kansas Power Co.; Central Gas Utilities Co.;: United 
Telephone Co.; American Telephone Co.; Nodaway Telephone Co.; Atchison Telephone 
Co.; United Telephone Co., Inc.; United Telephone of Pennsylvania; New Jersey Tele- 
yhone Co.; Ohio Telephone Service Co.; Missouri Public Service Co.; Missouri Gas & 
tlectric Service Co:; Arkansas-Missouri Power Co.; Capital City Water Co.; Sedalia 
Water Co.; Springfield City Water Co.; Missouri Western Gas Co.; Capital City Tele- 
— ad Warrensburg & Pertle Springs Water Co.; Cass Telephone Co.; Project Tele- 
phone Co. 

1053 











1054 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


small corporations operating in limited public service areas. Interest rates range 
from 2% to 4 percent, and dividend levels on preferred stocks from 3% to 5 
percent. 

The procedure in the marketing of these securities has been simple and expe- 
ditious. Sometimes representatives of an insurance company learning of im- 
pending financing by a utility company, suggest to its officers that, after investi- 
gation, the investor will be interested in making an offer for the issue. Some- 
times the officers of the utility company or a retained “finder” (usually an in- 
vestment banking firm) bring the issue to the attention of the investor. A 
skilled examiner for the investor makes an inspection trip over the public utility 
properties, examines records and audits of plant investment and past earnings, 
. interviews the management as to operating methods and plant expansion and 
improvement plans, and quickly arrives at conclusions as to the present and 
future stability of the enterprise and the quality of the proposed issue. After 
review of such conclusion by the investment committee of the investor, usually 
an offer is made by letter or telephone, and if accepted by the issuer, independent 
counsel for the purchaser and the issuer’s counsel promptly prepare a detailed 
security purchase agreement, a mortgage indenture or other instrument pre- 
scribing the conditions of the issue and other required documents, and a definite 
“closing” or delivery date is fixed. Thereupon, the issuer's counsel submits an 
application to the State Public Service Commission for authorization of the issue 
and upon full disclosure to that body of the purposes of the financing, the inter- 
est or dividend rate, the present financial condition, the future long-term debt 
and equity ratios, the expenses and costs of the issue, including any commissions 
or finder’s fees, the necessary order is issued, sometimes with conditions and re- 
strictions. Inasmuch as the viewpoints of the State Commission and the in- 
vestor are usually in accord as to conditions which promote stability and conserv- 
atism, it rarely occurs that any condition or restriction by the State commis- 
sion requires amendment of the plan of financing which has been outlined in the 
security purchase agreement. While the State commission proceeding is pend- 
ing, counsel have had the securities and indentures printed in proof form, and 
immediately upon authorization by the commission, the remaining steps, includ- 
ing final printing and delivery of securities, recording of indentures, counsel’s 
opinion as to good titles, franchises and validity of the issue are completed and 
delivered, and the transaction is completed. 

In 1935 the opinion of the general counsel of the SEC, Hon. John J. Burns (SEC 
Release No, 285, January 24, 1935), made it clear that under ordinary circum- 
stances an offering of an issue to not more than 25 persons was not considered 
to be a public offering, and since that time many hundreds of millions of corpo- 
rate securities have been marketed through sale to institutional investors, with- 
out the necessity of compliance with the cumbersome registration-statement pro- 
visions or the competitive-bidding regulations of Federal regulatory authorities. 
It is obvious that the outlays of time and expense involved in such registration 
and competitive-bidding requirements, involving a very great amount of money 
in the aggregate, have been avoided. In the case of public-utility offerings, this 
has resulted in substantial savings to the utility customers because, in the final 
analysis, the rate payers must pay the necessary expenditures of the public util- 
itvy—the operating expenses, the fixed charges, the interest and dividends neces- 
sary to attract capital, and the costs of obtaining capital. No source of revenue 
is open to the utility except its regulated rate of return for furnishing utility 
service. Any other theory must rest upon a doctrine of confiscation of invest- 
ment of security holders. 

It is undeniably true that the costs of registration and of submission to public 
bidding are very great. New and specially prepared audited statements must 
be obtained. The preparation of the registration statement is a full-time task 
for many days by expert accountants and legal advisers. The ordinary proce- 
dure requires constant revision and reprinting of descriptive data, financial state- 
ments, and auditors’ notes to meet SEC standards and to insure absolute accu- 
racy as to matters which often relate to minor and immaterial details. The final 
statement emerges from a series of printed proofs, each reflecting a refinement 
of the previous proof. After filing, it is usually required that a series of printed 
amendments be filed to meet the deficiency requirements of the analysts of SHC. 

In the opinion of the writer, the complexity and volume of detail in the usual 
registration statement largely defeats the essential purpose of the regulation: 
that is, the furnishing of informative disclosures as to the character and quality 
of the security. The investor who purchases in large blocks does not need such 
a voluminous treatise because he is capable of quickly applying reliable and recog- 
nized tests of stability and soundness and he is equipped and financially able to 
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make such additional studies as he deems required. The small or inexperienced 
investor is seldom aided in an investment conclusion by study of 40 to 50 pages 
of statistics, tables, and summaries of charter and indenture provisions. 

In a recent and objective treatment of the subject (Direct Placement of 
Corporate Securities, Corey, 1951) the author states: 

“Institutional investors possess sufficient bargaining strength and have suffi- 
cient skill in the analysis of securities to obviate the necessity of SEC interven- 
tion in their interests. If such is the case, the imposition of SEC requirements 
would be a needless burden.” 

Alleged unfavorable conditions which have sometimes been apprehended as 
likely to arise from flotation of securities by the direct-placement method have 
not resulted in the case of the issues of the small utility companies previously 
referred to. 

Contrary to such apprehensions, the interest and dividends rates of such secu- 
rities are generally no higher than those of similar securities of like companies 
which have been distributed through the public-offering method. Two factors 
have contributed to this result: One is the active competition between institu- 
tional investors for direct acquisition of issues. Another is the information that 
public-utility officers and State commissions have of the current levels of prices 
and yields of public-utility securities. It should be said that the institutional 
investors who have purchased the securities of the companies referred to have 
not, in any instance known to the writer, attempted to unduly exploit any 
dominant bargaining strength. Comparisons of separate offers have usually 
shown small variation of prices, and in cases where offers were rejected by the 
issuer little or no advantage resulted from subsequent application to other 
purchasers. 

There have been suggestions that the “direct placement” method would be used 
intentionally or unintentionally because of changed security price levels as a 
means of redistribution of securities to the public through subsequent sale by 
the institutional investors. There has been no resale of any of the securities of 
the issuers herein referred to, except in one instance. A small insurance com- 
pany after its original purchase some years later sold its allotment, but such 
later sale was to one of the larger holders also an institutional investor. It is 
true that certain of the 2% percent bonds issued some years ago probably could 
not now be marketed at the original sale price in view of increased interest 
levels. It might be anticipated that some holders would be inclined to dispose 
of such securities and invest in higher-yield issues, No disposition to do so has 
been indicated. 

The contention has been advanced that acquisition of debt securities by one 
or a few investors might result in an undue or improper influence and domina- 
tion over the management and policies of the issuer. It seems possible that in 
the event of a default situation the large holder of bonds, debentures, or preferred 
stock would desire to take whatever feasible action there was available for pro- 
tection of the investment. Indeed, mortgage and charter provisions usually 
specify a variety of remedial measures. However, since no default situations 
have arisen as to any of the afore-mentioned issues, there has been no expe- 
rience with respect to such remedial proceedings. The institutional investors 
have received the periodical reports from the companies as required by provi- 
sions of the security purchase agreements and indentures and have occasionally 
conferred with the managements and inspected the properties, and have not 
otherwise intervened in the corporate affairs. No directors have been designated 
by any of such security holders and no demands for selection of personnel or as 
to other policy matters have been made. No demands or arrangements have 
been made as to issuance and sale of future security issues. On the other hand, 
where it was shown that modifications of indenture provisions would benefit the 
issuer and not weaken the security of the bonds or other issues, consent has been 


} readily given to such modification. 


The argument has been made that the non-public-offering exemption has the 
effect of permitting issuance of securities without scrutiny by government regu- 
latory authorities. This is not true as to public-utility securities. Every security 
issue of a public-utility corporation is required to be authorized by a State 
regulatory or public-service commission, or in one or two States by a blue-sky 
commission. The State commissions are peculiarly and especially fitted to con- 
duct such investigations since they are customarily familiar with the corporate 
and business history of the issuer, having had regulation of its rates, extension 
and expansion of facilities, accounting and record-keeping practices, and other 
practices. Furthermore, State utility commissions, because of their continuing 
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regulation of the utilities within their jurisdiction, usually have an intimate 
first-hand knowledge of the policies and abilities of the management which is 
not available to a Federal regulatory agency because of its remoteness and 
aloofness from the field of corporate action. 

It is reported in Direct Placement of Corporate Securities, previously referred 
to (p. 144), that more than a third by dollar amount of all corporate financing 
in the years 1946-49 has been carried out privately by invoking the legal exemp- 
tion which rests upon the words “transactions by an issuer not involving any 
public offering” in the Securities Act of 1933. 

It is apparent that the exemption has been widely used, undoubtedly with 
benefit to borrowers and lenders. 

It is respectfully urged that elimination or restriction of the exemption would 
be harmful and serve no good purpose. 

Mr. Heuer. The first witness this morning is Mr, Conklin. Mr. 


Conklin. 


STATEMENT OF GEORGE T. CONKLIN, JR., SECOND VICE PRESIDENT, 
GUARDIAN LIFE INSURANCE CO. OF AMERICA, NEW YORK, N. Y. 


Mr. Conxurn. Mr. Chairman and gentlemen of the committee, my 
name is George T. Conklin, Jr. I am second vice president of the 
Guardian Life Insurance Co. of America, New York, N. Y. 

I believe we are the smallest company to be represented in the testi- 
mony here today, or during these hearings. The assets of our com- 
pany, as of the end of 1951, amounted to $316,934,405.53. We have 

een increasingly active for a number of years in direct placements, 
and presently have on our books 82 such issues totaling $38,259,000, or 
approximately 11.8 percent of our assets and 23.8 percent of our se- 
curity holdings. In 1951, we made 41 direct placements totaling 

22,059,500. The distribution of our direct placements for the years 
1949-51 by the size of our investment in an issue and by industry com- 
position was given in our reply to the questionnaire of this com- 
mittee. 

The distribution of our direct placements by size of the total issue 
and by the asset size of the borrower is likewise of considerable interest. 
Approximately one out of every two of our direct placements con- 
sisted of issues the total amount of which was $1,000,000 or less. 
Approximately one-quarter of the issues were in the $1,000,000 to 
$5,000,000 range and one-quarter over $5,000,000. When classified 
by the asset size of the borrower, approximately 44 percent of our 
direct placements were made to borrowers who had total assets of 
$5,000,000 or less, 16 percent to those with assets between $5,000,000 
and $20,000,000, and 39 percent to companies with $20,000,000 or 
more in assets. 

We have found direct placements to be attractive investments both 
for ourselves and for our borrowers, and it is our intention to con- 
tinue actively in this field. My own opinions dealing with direct 

lacements are contained in some detail in an article in the June 1951 
issue of the Journal of Finance. I wish to stress before this com- 
mittee today one aspect of direct placements, often overlooked, yet 
extremely important in our view, and that is their great importance— 
a very great importance—to the smaller and medium-sized bor- 
rower. 





, my 
' the 


esti- 
com- 
have 
ents, 
0, or 
r se- 
ling 
rears 
com- 
com- 


issue 
rest. 
con- 
less. 
10 to 
sified 
our 
ts of 
9,000 
0 or 


both 
con- 
irect 
1951 
com- 


STUDY OF SECURITIES AND EXCHANGE COMMISSION 1057 


IMPORTANCE OF DIRECT PLACEMENTS TO THE SMALL BORROWER 


Many people are under the mistaken impression that direct place- 
ments primarily benefit the giant corporations. The actual and easily 
demonstrable fact of the matter is that the small borrower derives 
far greater advantage from direct placement than does the large 
borrower. 

Just consider the position of the small relatively unknown company 
which nevertheless is a sound long-term credit risk. What are its 
alternatives when it wishes to raise money? Equity money, as we 
know, is difficult to raise and costly for such a company. As to debt 
financing, the borrower can go to his bank and get a commercial bank 
loan payable on demand in 60 or 90 days or a year. Such financing 
is not at all suited to his need for capital investment which is of a 
long-term nature, and may, as a matter of fact, prove to be disad- 
vantageous to him. The bank’s lending policy may change and may 
change suddenly as a result either of changed local conditions or a 
change in conditions beyond its control, such as a Federal Reserve 
policy. This may cause the bank to call in the loan or curtail any 
additional lending, and the businessman finds all his plans upset. If 
he has used his money for fixed-asset investment, he may face bank- 
ruptcy; if he has used it to finance an increased sales volume, he may 
find it necessary to drastically curtail his sales, with resulting pos- 
sible losses. 

A businessman can never safely plan over the longer term if he is 
relying on the continuing availability of short-term money. In some 
eases the businessman may secure a term loan from his bank, repay- 
able say over a period of 5 years. This represents a heavy repayment 
and in the event of poor business conditions may cause him to default. 
Moreover, the availability of such term credit from the banks depends 
in great degree upon the availability to the bank of regular short- 
term commercial loans, which are and should be the basic instrument 
for commercial bank lending. Thus, if plenty of commercial loans 
are available to the bank, little or no term money will be available from 
the banks, and this is the situation which is apt to prevail when there 
is great need on the part of the small business for new money. 

What then about a public offering of the bonds of such a medium- 
or small-sized business? In the first place, this may not be a real 
alternative, for no underwriter may be interested in his small issue; 
secondly, if he can find an underwriter, the cost of a public offering 
will be very high, often prohibitively so. And the smaller the issue, 
the higher will be the percentage cost of public distribution. 

In a study by the SEC covering approximately 90 percent of the 
securities offered for cash sale to the public for the 3 years 1945-47, 
there were only two issues noted under $500,000 and eight under 
$1,000,000. This in itself is one indication that the public market is 
not a real alternative for the small borrower. On the other hand— 
and in striking contrast—in 1948 and 1949, of all the industrial direct 
ne ig about one in every four was for an amount less than 
500,000. In 1950, the latest year for which a comprehensive study 


of direct placements is available, a total of 178 issues, or more than 
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one out of every three, was for an amount less than $500,000, and 291, 
or better than one out of every two of such issues, was for an amount 
less than $1,000,000. 

Furthermore, even if the public market were readily available to 
the smaller companies, the cost of distribution in this manner would 
be excessive. The cost of a public offering of a small issue may well 
equal or exceed 10 percent of the amount to be sold; such a cost when 
amortized over the life of a typical small issue increases the interest 
cost to the borrower substantially. Thus, if the interest rate for the 
loan were 4 percent, the cost of public flotation may increase the effec- 
tive interest cost over the life of the issue to about 514 percent, an 
increase of 114 percent, due to the cost of public offering. As a specific 
example, which we know of, a well-established smaller indust pial odes. 
pany with total assets of about $9,000,000 within the last year sold 
publicly an issue of $2,500,000 6-percent debentures. The cost of this 
flotation exceeded $275,000, or more than 10 percent of the issue, and 
increased the effective interest cost to the company from 6 percent to 
almost 7.25 percent. 

Now, contrast this situation with that of the large borrower where 
the total cost of a public offering may amount to about 1 percent 
usually or less of the amount sold. If the interest rate to such a bor- 
rower were 3 percent, this cost of public offering, when amortized over 
the life of the issue, would increase the effective interest cost over the 
life of a typical issue only to about 3.07 percent. Thus the additional 
effective interest cost of public offering to the small borrower may be 
1.25 percent as against 0.07 percent for the large borrower. This is 
a striking difference, indeed. 

What would such issues cost when issued directly to the lender? 
In the case of small issues, the cost of a direct placement might vary 
between one-half of 1 percent and 2 percent of the amount sold—in my 
opinion that is—depending upon the size of the issue, whether a 
financial intermediary is involved, and certain other factors. Thus 
the 6-percent cost of the issue cited above would have been increased 
to about 6.05-6.15 percent by the cost of direct placement, as against 
the increase to 7.25 percent by the cost of public offerings. Now, take 
the case of the large borrower. In the case cited above, direct place- 
ment might have reduced the effective interest cost from the 3.07 per- 
cent of the public offering to, say, 3.03-3.04 percent in the direct 
placement. In other words, the potential cost savings to the large 
borrower in direct placement are small indeed compared to the sav- 
ings that can be realized by the small borrower. 

In summary, therefore, direct placements have opened an entirely 
new avenue of financing to most small well-established businesses. 
Unlike the situation with large companies, such businesses do not 
possess usually the alternative of a public offering, and where this 
alternative is available it is by its nature very costly. 


EVOLUTION OF DIRECT PLACEMENTS 


Now, turning from the question of the importance to the small 
borrower, which I think, personally, is the greatest contribution that 
direct placements have made, I should like to comment upon the ques- 
tion of the evolution of direct placements. 
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Direct placements have evolved from the working of fundamental 
economic forces, and have not been primarily the result of legisla- 
tion, as is sometimes alleged. They are in their nature an extension 
of the age-old concept of bank loans. Without attempting here to 
go into detail concerning their evolution, it may be said that the prin- 
cipal economic forces leading to direct placement have been— 

(1) The changed demand supply relationships in the bond market ; 

(2) The increasing institutionalization of savings as a result of the 
preference of individual savers; 

(3) The great increase in income taxation, both personal and cor- 
porate, but — personal; and 

(4) The drastic decline in interest rates. 

As a result of active Government policy and changed supply-de- 
mand conditions, interest rates declined sharply in the 1930's; at the 
same time taxes increased sharply. The result was that the individ- 
ual, who had been a very important factor, and a very significant 
factor, in the bond market prior to the 1930's, was priced out of that 
market. In other words, he was simply not interested in the return 
he could obtain after taxes from corporate bonds. And so, what hap- 
pened? Not only did he not buy corporate bond issues, he actually 
sold them hand over fist during the 1930’s to the institutions. 

At the same time the individual continued to entrust his savings 
increasingly to savings institutions, whose increased funds enabled 
them to insure the success of new bond issues without the need of 
bringing in the individual buyer. Therefore, not only was the in- 
dividual buyer not interested but it was not necessary to bring him in. 

Now, with the individual out of the market, and with institutional 
funds pressing for investment, it is scarcely surprising that a means 
of bond distribution suitable to the conditions during the twenties, 
when issues had to be “sold” to individuals, should have changed 
materially when such issues could be placed with a relatively limited 
number of institutional investors. ‘To emphasize this point, it is only 
necessary to look around us and see those market in which the individ- 
ual still is the dominant factor; namely, the stock market and the 
municipal bond market. In both these markets direct placements are 
unimportant, or insignificant, and the method of distribution is largely 
unchanged from the twenties. ; 


REGISTRATION OF DIRECT PLACEMENTS 


Now, let us turn to the question of registration of direct placements. 
One of the questions before this committee is the proposal that direct 
placements be required to be registered with the SEC in the same 
manner as public issues. 

The original requirements to register publicly offered security issues, 
as I understand it, was principally to add to the protection of the 
small uninformed investor, and the primary reason for the specific 
exemption of issues not publicly offered was that in such cases the 
investors were well informed and did not need, or require, the pro- 
tection of the law. It is my opinion that this reasoning was correct 
and holds as much today as in 1933. 

Furthermore, I believe that a registration requirement for direct 
placements, in addition to being unnecessary, would seriously hamper 
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the financing of smaller and medium-sized companies, and materially 
increase the cost of such financing. 

Finally, as I have already pointed out, I believe that direct place- 
ments are not due primarily to registration requirements of the SEC 
but rather to more fundamental economic factors. Therefore, I would 
not expect a registration requirement to effect a material change in 
methods of bond distribution but rather only to make it more cumber- 
some and costly. It would seem to me that, rather than directing 
attention to widening the scope of regulation and registration, more 
attention should be given to simplifying the procedure and require- 
ments of public offerings. 

It is my understanding that in the 1941 congressional hearings on 
the proposed amendment to the Securities Act to require registration 
for direct placements, the SEC took the position that such a require- 
ment was not necessary because the large lender did not need protec- 
tion, and because it would not in their opinion reduce the volume of 
direct placements. I see no reason why these arguments or reasons 
are not still valid. We feel that a requirement of registration of 
direct placements is no answer to the sveitons raised by direct place- 
ments, that it is unnecessary and unwise. 

Now, gentlemen, I would ask the privilege, in addition to this state- 
ment, of commenting gs two or three questions, which have been 
raised in connection with previous testimony. 


Mr. Hetier. You may do so. 

Mr. Conxurn. The first question I would like to direct my attention 
to is that which has been raised concerning the tremendous growth of 
direct placements which carries with it in the discussion an implica- 


tion that direct placements may go from 50, to 60, to 70, or to 80 percent 
of total bond offerings, and finally there might be nothing but direct 
placements. 

I want to point out that that is a situation which would not be 
possible, as a matter of fact. Direct placements, it seems to me, are 
at their peak at the current time and cannot be expected to materially 
increase from these levels; that is, from the 1951 percentage of the 
total issues placed directly. 

The reason for that is this: That we look too much at the whole 
total of the issues rather than the composition of the issues. 

In some types of issues, direct placements comprise practically all 
of them. For example, in the case of industrial bonds, industrial cor- 
porate issues, perhaps 80 or 90 percent are direct placements. In 
public utilities direct placements might be 20 or 25 percent. In rail- 
roads it might be nothing. In telephone companies it might be next 
to nothing—that is, oe the larger ones. 

One of the reasons for this great increase in the percentage of issues 

laced directly has been the fact that there has been a tremendous cap- 
ital demand in this country in the last several years, and this demand 
has focused itself upon the industrial plant and has consequently led 
to a tremendous increase in the volume of industrial issues which are 
the ones most heavily placed directly. 

Now, in the next several years it is very likely, in my opinion, that 
the volume of industrial direct placements—that is, the volume of 
issues of corporate financing—will decline, as the requirements for 
capital, in the capital expansion, declines. Consequently it would 
seem to me that, far from the 58.8 percent of 1951 being exceeded in 
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1952, direct placements will be a smaller percentage of total issues this 
year and in the next year, probably smaller than that. I would very 
much doubt that in the long run there will be any increase in direct 
placements from the 50-60 percent level. Bt 

It is very interesting also to look at these statistics which I unfor- 
tunately did not bring with me, for the first quarter of 1952. If you 
look at these statistics you will note that there already is a decline in 
the relative percentage of issues placed directly. 

It is also interesting to note that the amount of industrial issues 
already registered for public offering in the first 6 months of this year 
exceed the total amount that were publicly offered in all of last year. 
In other words, there is definitely a tendency in the last 6 months for 
more and more industrial companies to go through the route of public 
offering rather than direct placement. 

The second question that was raised, and which I wanted to com- 
ment upon, was the question of the resale of direct placements. I 
would like to deal with it in this way—I would like to put it in its 
proper perspective, or at least what I consider to be its proper per- 
spective. 

Riedie is a very insignificant development in the field of direct 
placements. By insignificant, I mean that its volume is very small. 
The life-insurance companies, by their very nature, are long-term 
investors. When they make an investment it is very rare that they 
liquidate it. Their principal problem is getting money out, getting 
it invested, not trading or liquidating securities. I would hazard the 
guess that on a statistical analysis it would be shown that the total 
volume of resale of direct placements would probably be under 1 
percent of the total of such issues. 

Furthermore, I would like to reemphasize the fact that because of 
the institutional nature of the bond market, the individual investor is 
not simply a factor in the bond market today. Consequently, when 
such resales are made, even to the extent of the small 1 percent, prob- 
ably 95 to 99 percent of that is certain to go to other institutions and 
not to individuals. 

So when we talk about the exposure of individuals in a case like 
that it might be 1 percent of 1 percent, or a relatively insignificant 
factor. 

Another factor which I would like to bring out is that any such 
resales would tend to be, tend to have to be, in the large, well-known 
companies where there have been ample data available over a long 
period of years; where this is well known to the public, and where 
they are seasoned issues. 

Likewise, when an insurance company wants to sell a direct place- 
ment which they bought for a long-term holding, there is immediately 
a red flag put up to any prospective purchaser. I know very well 
indeed if any offering were made to me of a direct placement of 
another insurance company that it would immediately arouse, in my 
mind, the question, Why do they want to get rid of it?’ And the same 
would be true of any other potential purchaser, simply because it is 
not an ordinary transaction. It raises a red flag and there has to be 
a very obvious and very clear-cut explanation of why they want to get 
rid of it; usually the dominant reason, as I have analyzed it in the 
past, has been that that issue has been so profitable to them, that the 
price has gone up considerably and that the yield on the investment, 
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therefore, has been reduced so much that it is much more profitable 
for them to put their money in other funds. 

A good example of such an instance might be the case of the Jersey 
Turnpike, which it happens is the sole direct-placement that we have 
ever sold. That issue when we initially invested our funds in it 
yielded us 314 percent, and it was in a money market which was very 
much lower in interest rate than the money market is today. 

Now, last year, the whole interest rate structure in our econom 
changed. We were able to put out our new funds at a very muc 
greater interest rate than we had in prior years. 

What happened to the Jersey Turnpikes? They became a seasoned 
issue. People became very familiar with them. The turnpike was 
completed. The traffic results were far above those originally esti- 
mated. Everybody thought that they were very wonderful Os 
Consequently, the price went up very considerably and the yield to us 
went down very considerably. The yield to us went down to slightly 
over 2 percent. Consequently, since we could put our money out else- 
where, and since the quality of this issue had increased so much, we 
disposed of the issue and reinvested our funds at higher interest rates. 

The second reason why it would only be in cases of large, well- 
known, seasoned issues that there would be resales is the simple fact 
that nobody wants to buy a small issue of a small company, because 
there is no market for such an issue. No individual is going to put 
his money in a small bond issue, of a small company, simply because 
he will be locked into it in the same way we are locked into it. If an 
individual wants to invest, he wants to go into something where there 
is a ready market in which he can sell. Consequently he is not going 
to be interested in anything else. 

When we have a small issue, whether we like it or not, we are in it 
for the length of the life of that issue. Some people use the phrase, 
“being locked in.” 

The only type of possible resale is for an issue of a very well-sea- 
soned company where everybody knows of it and its quality, and 
where there is an obvious reason on the part of the insurance company 
for selling it. There is thus no question of quality or of ite ¥ ol 
being wrong with the issue. 

The next important point is that if we went into a situation where 
we had a small borrower or a medium-sized borrower who came to 
us for a direct placement and we said, “Now, we have to maintain 
control over the disposition of our assets. We have to feel free if 
we need to sell anything to be able to do it. In that event, if we 
want to sell this issue you then will have to register this issue with 
the SEC.” 

If we did that, he would throw his hands up in horror at the poten- 
tial expense and troub!« involved, and that would be the last of that 
loan. He simply would not face that situation, nor would he want 
to have the widespread public distribution of such an issue. In other 
words, if that requirement were made, it would definitely shut out 
the small borrower, in my opinion, from direct placements. We know, 
because even in cases where we have wanted to get a simple agree- 
ment on his part where we make a $500,000 loan to exchange that 
one security for smaller pieces; instead of having one registered bond 
for $500,000. to change it into $1,000 denominations he raises a terrific 
objection. He says it is all right for us as an institution to have the 
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issue, but he does not want to have it out in the hands of Tom, Dick, 
and Harry, and does not know what they are going to do with it. 

Finally, it seems to me that aside from the very natural fact that 
an institutional investor when he is disposing of an issue would feel 
morally obligated to disclose anything, in addition to that, of course, 
there is a legal penalty for nondisclosure or for misrepresentation. 

Consequently it seems to me that the whole problem is a very minor 
one and cannot possibly adversely affect individual investors. 

Those are the two things that I wanted to comment upon, 
particularly. 

Thank you very much. 

Mr. Hetier. Are there any questions ? 

Mr. Dolliver, I want you to feel free to ask any questions you 
wish. 

Mr, Hawi. Mr. Chairman. 

Mr. Hetxer. Mr. Hall. 

Mr. Hat. I have just one question. 

You said that you felt that we had begun to level off on industrial 
direct placements. 

Mr. Conky. Yes; very definitely. 

Mr. Hau. On direct placements ? 

Mr. Conkurn. Yes. 

Mr. Hau. And the direct placements will decrease instead of 
increase ¢ 

Mr. ConKLINn. Relative to total issues; yes, sir. 

Mr. Haw, Let me ask this question. Where are the insurance com- 
panies going to find a market for their money ¢ 

Mr. Conxuin. The problem will be much more competitive, I feel, 
in the money market; the competition to put money out. 

We have been used to that for 20 years. During the 1930°s, when 
we were investing our money we had to work like the very devil to get 
the money out. 

In the last 2 years, particularly, or really since the war, the demand 
for capital has been so tremendous that the shoe has been on the other 
foot, and it has been quite a pleasant experience: but I would antici- 
pate that that is not going to be a permanent factor and we are shifting 
back toward a more competitive market. 

Mr. Harri. Another question. Would it be possible for you, by 
some kind of a survey, to give this committee information as to what 
percentage of direct placements were finally sold by insurance com- 
panies to the public? Is there any way of getting that information ? 

Mr. Conxuin. I think that could be narrowed down to such a small 
percentage that it would satisfy your committee that it is insignificant. 

Mr. Hawy. Can we get the facts on that ¢ 

Mr. Conxurn. I think so. 

Mr. Heiter. I would like to say that the Life Insurance Associa- 
tion of America has agreed to supply us with that information and 
that will be inserted in the record. 

Mr. Conky. I might, for example, just mention that in the ques- 
tionnaire concerning the disposition or sales of such issues, resales, 
one of the significant factors in such resale was the sale of bonds back 
to the issuing company. I know in the case of one large insurance 
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company, that all such resales were back to the company which issued 
them. 

Mr. Dotttver. What was that? 

Mr. Conxun. Practically all of them were sold back to the com- 

any which issued them. In other words, the corporation sells a bond 
issue and then wishes to repurchase some bonds for sinking fund pay- 
ments or other purposes. It goes to the insurance company and offers 
to buy them back. 

This really has nothing to do with the individual, but is a very im- 
portant factor in the resale of direct placements. It is really not a 
resale in this instance at all. 

Mr. Harti. What would be your view as to a requirement for regis- 
tration with the SEC in the event of a public sale of direct placements 
by an insurance company ? 

Mr. Conxurn. I do not think that it should be required. I do not 
think it is necessary. And I think it would pose a potential threat 
to borrowers which would extremely discourage, if not completely 

revent, the small and medium-sized borrowers from getting the 
enefit of direct placements. 

Mr. Hart. Why would it be a threat to the borrower ? 

Mr. Conxurn. Because of the fact that he would be the one who 
would have to do the supplying of the registration statement and all 
of the additional information. To the small borrower coming in with 
a $500,000 issue, if he were told, “If we ever want to sell this in the 
future, you have to supply a registration statement, and go through 
all of the requirements of the SEC,” which may well cost him $50,000, 
he is not going to want to assume that burden at all. 

Mr. Hart. Would it necessarily follow that if he has sold the bonds 
to you by direct placement and then you, during the term of the 
bonds, want to sell them to someone else, perhaps you would have a 
situation where the cost of any registration would not be up to him? 

Mr. Conxin. Well, it would have to be up to him, you see, because ~ 
certainly if it were up to us, we would not go into it. 

Mr. Dotutver. Will you yield? 

Mr. Bennerr. Will you yield? 

Mr. Douttver. Yes. 

Mr. Hetter. Mr. Bennett. 

Mr. Bennetr. What would be wrong with a requirement that if an 
issue were placed directly and it were to be resold to the public, it 
would have to have registration or else it would not qualify for resale ’ 
There, in that case, both the borrower and the lender would be aware 
of the situation when the placement was made. They would know— 
that is, the insurance company and the lender would know when they 
made the placement—that there was no registration and the insurance 
company would know that they could not sell it to the public, at some 
later time without registration, and if they wanted to take it on that 
basis, they could say so to the borrower at the time the deal was made. 

Do you see anything wrong in that kind of an arrangement ? 

Mr. ConK.1n. It presents that potential threat of substantial addi- 
tional cost to the small borrower. In other words, I do not think it 
would work. 

I think that we are talking about something that is, as I am con- 
fident we can demonstrate to you, relatively insignificant, perhaps 
only 1 percent of 1 percent. 
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Mr. Bennett. But suppose it gets to be 50 percent. It is 1 percent 
today. Iam not asserting, and I do not think anybody on the com- 
mittee is asserting, that it is a serious problem; but it very well could 
be. If you had any security that you were offering to the public 
which was a privately placed issue, then I think that clearly you are 
in violation of the intent of the act, because you are selling these secu- 
rities to the public that have never been registered with the SEC. 

Mr. Hav. Pursuing that a little bit further: If this is so small as 
you speak of it, why would you worry about it? Why would you 
worry about a regulation which would require you to register if you 
did sell to the general public ¢ 

Now, you tell us you do not do it. You tell us it is so small it does 
not amount to anything. Well, if it does not amount to anything, and 
there are not many resales to the public, why would such a require- 
ment for registration in the event of such a resale impede you or cause 
you any trouble? 

Mr. Conxkurn. Well, I think it would be a potential; the potential 
affect upon the borrower. In other words, even though you did not 
intend at any time to dispose of them, you would want to have the 
inherent right to dispose of your assets, as you see fit. You have to 
have that under the State laws. You have to maintain that right. 

Now, under that circumstance, you have to explore and probably 
have to make an explanation to the borrower that it is very unlikely 
that it would happen, but that it is up to him to meet that probability, 
and if he recognizes that, he is just not going to do it. That is all. 
That is the way I feel about it. 

The second thing that I feel 

Mr. Heiter. Let me follow up Mr. Hall’s question a minute. You 
stated that when an insurance company resells or wanted to resell its 
issues, a red flag goes up. 

Mr. ConkKurn. Yes. 

Mr. Hetxier. And that is a very definite warning. 

Mr. ConkKiin. Yes. 

Mr. Hetier. And the next company is put on notice; is that cor- 
rect ? 

Mr. Conxurn. Yes. 

Mr. Hetier. Now, why should not the public also know about the 
red flag? 

Mr. Conxurn. The public would know. 

Mr. Hetier. That I think is the question which Mr. Hall is trying 
to have answered. 

Mr. Conkuin. Well, it is not a question of knowing about it. It is 
just a factor of caution which is raised for the purchaser when a 
company is going to sell a direct placement. The insurance company 
does not go directly to individuals and sell them. 

Mr. Hetier. Why should not the public have the same kind of no- 
tice? Why should not the red flag be waved before the public as it 
is waved before a private institution / 

Mr. Conxurn. I do not think it is a question that the public would 
not have that, because—let me just review the operation of the thing. 

As pointed out yesterday, if you did want to sell an issue, the method 
of sale would be through an underwriting house and the underwrit- 
ing house would have to be satisfied very much in the first place, con- 
cerning the offering and would be much more circumspect in handling 
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this than in handling an ordinary transaction. Secondly that issue 
would not go to an individual; 99 percent—it is a 99-percent certainty 
that that issue would not go to individuals. 

Mr. Hetter. But eventually it gets into the hands of the public, 
does it not? 

Mr. Conxkurn. The public being the institutional investor, not the 
individual investor. 

It would go to another institutional investor. 

Now, the same point would be raised, of course 

Mr. Bennett. It could be offered privately. 

Mr. Conxurn. That is right; it could, Mr. Bennett. 

Mr. Bennetr. But we are not talking about that, Mr. Chairman. 
We are talking about the case where the securities in private place- 
ment get into the hands of brokers and dealers who in turn sell them 
to the public. 

Mr. Conxurn. Yes; I understand the question, Mr. Bennett. 

Mr. Heiter. That is really the question that we are after. 

Mr. Bennett. Yes. 

Mr. Conxuin. That is why I expressed, Mr. Bennett, the fact of 
the changed character of the corporate bond market, that the indi- 
vidual simply is not a factor in the corporate bond market. He just 
naturally a not buy bonds. They do not yield enough for him. 
Any issue that goes out of the insurance companies into the hands 
of individuals, of any amount, is insignificant. 

Now, in the period of the twenties, the individual investor was 30, 
or 40, or 60 percent of the bond market. Today he is negligible—1 
percent, 5 percent, or something like that. The institutional investors 
are the only people who are buying bonds. 

Mr. Hau. Let us get at another phase of the situation. 

During the term or the life of the bonds, what contact do you make 
with the issuer? 

Mr. Conky. During the period of the life of the bonds, what con- 
tact do we keep with the borrowers? 

Mr. Haut. Yes. 

Mr. Conky. Well, the requirements of the indenture usually 
provide that they will supply us with quarterly statements, showing 
their operations, their income. We find that there is a very frequent 
contact. We do not have any set rule of visitation of our borrowers, 
but we find that every time one is in town, they come in—and they are 
in town very frequently, and they stop off and pay us a visit. Or, 
conversely, if I am in one of their cities, or somebody else from our 
company, we very often drop in and see them. There is a rather 
frequent contact. In fact it is a very dynamic situation which is one 
of the real advantages of the direct placement. They feel free to 
come in and sit down and talk to you about their future financial prob- 
lems; what they intend to do; what they think of the situation, and 
so forth. There we have a very friendly relation. Consequently, 
since they are always thinking of new things, we find that we have 
rather frequent contact with the borrower, although it is not specified 
or ritualistic at all. 

Mr. Hauw. Do you have any requirement that they furnish you 
copies of their audits or statements ? 

Mr. Conxutn. We insist that all of the audits of the company be 
by independent auditors, who are satisfactory to us. 
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Mr. Haw. Then, while you say that you visit the plants, do you 
have experts at different lines of investors, or engineers, industrial 
engineers, visit the various places to watch their operations and see 
how they are going? 

Mr. Conxurn. After a loan is made? 

Mr. Harn. Yes. 

Mr. Conxurn. In the making of a loan, it is frequently the case 
that where processes, particularly technical problems, are presented 
which are beyond our scope, that we will have an engineering study 
made. We have also, in some cases, although they are not too fre- 
quent, the right in subsequent years to have reappraisals of that plant 
by engineers, but as a general matter of usual practice, no, we do not 
have outside engineers following them up. 

Mr. Haut. In other words, that is done before the loan is made and 
you do not do it after a loan has been made ¢ 

Mr. Conxurn. Not as a matter of hiring outside people. We follow 
the loan extremely closely. We feel it is necessary that we be on top 
of the loans, and follow them, and that is our practice; but it is not 
our practice to have outside engineers go and look at the plant. 

Mr. Haw. Well, in view of the fact that you have these examina- 
tions, you also have these quarterly audits, by reputable accountants, 
as you say, why should there be so much trouble in registering that 
borrower with the SEC, and why should it be so expensive / 

Mr. Conxiix. When you get to a smaller company, the most of 
them have never registered an issue with the SEC. They have a 
great deal of starting load costs. To a large borrower, a very large 
borrower, who has been in the practice of going in there time after 
time with the sort of information required, it has gotten in many 
instances to be routine; but still there is a certain minimum cost of 
public offering. That cost is almost the same to the small borrower 
as to a tremendously large borrower. 

The small borrower in addition does not know very much about 
registration. He just does not have the enna if you want to 
call it that, about the 1 registration processes. 

Mr. Hauu. You would have it, would you not ? 

Mr. Conxitn. We would not be the ones to do that. The borrower 
would have to do that himself. That is completely the responsibility 
of the borrower. 

Mr. Ha.w. Let us go to this other matter. You say that you think 
that there is going to be relatively more competition from here on 
insofar as direct placements are concerned ¢ 

Mr. Conxuin. Might I just amend that? There has been active 
competition all along. I meant that it would be more competitive 
just so far as demand ‘and supply is concerned. 

Mr. Hau. Competition for private placements will be more inten- 
sive; is that the idea ? 

Mr. Conxuin. Yes. 

Mr. Haw. If that is so, when you make an original loan, there is 
going to be more competition and you will take that into considera- 
tion ¢ 

Mr. Conxurn. Yes. 

Mr. Haw. If you do have this real competition to lend the money, 
do you not think that if there were requirements that in the event of 
the resale to the public, that there must be a registration with the SEC, 
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that some insurance companies would say, “If we ever had to sell dur- 
ing the term of the loan, we will see that those costs are absorbed by 
us?” Would not that come in the competition itself? 

Mr. Conxkutn. No; I do not think so. I do not think so, Congress- 
man, especially, as I say, among the smaller or medium-sized issues. 
That is where it is really tight. Because, as an investment man, if I 
am making an investment of a half a million dollars or a million 
dollars and there is even a potential liability upon our company to 
put out $25,000 or $50,000 in connection with that, the yield would be 
so affected that we just could not make the loan, it would not be 
attractive. We just would not assume that potential liability. 

Mr. Hetter. Mr. Conklin, if the registration processes were sim- 
plified and the Commission would also reduce the expense for regis- 
tration in these high-grade bonds, would you be in favor of regis- 
tration ? 

Mr. Conky. I would feel this way, that as I mentioned previously, 
because of the really great significance of the change in the nature of 
the corporate bond market so that the individual is no longer a factor 
in that market, that attention should not be given to the widening 
of the registration of such issues, but rather toward simplifying pro- 
cedures—for public offerings that are already in existence. 

Mr. Heuer. Well, suppose they were simplified. My question is, 
Would you be in favor of registration ? 

Mr. Conxuin. Well, let me put it this way: I would be less opposed. 

Mr. Hetter. Is that not one of the paramount reasons why there is 
so much opposition ? 

Mr. Conky. Yes; it is the cost, and the time, and the cumbersome- 
ness, particularly with the smaller investor. 

Mr. Dotiiver. Mr. Chairman. 

Mr. Hetzer. Mr. Dolliver. 

Mr. Dotiiver. I would like to make an inquiry, if you please. 

You have made the statement, as I understood it, that on a small loan 
the cost of making that loan, percentagewise, oftentimes is excessive, 
where it must go through the SEC procedure, amounting to 1 or 2 
percent of the loan ? 

Mr. Conxurn. As high as 10 percent of the loan sometimes for pub- 
lic offering. 

Mr. Dotttver. As high as 10 percent ? 

Mr. Conxkurn. Yes, sir. 

Mr. Dotttver. Now, are you in a position to give a comparison as 
to the cost of making that kind of a loan, as compared with the mak- 
ing of a mortgage loan, say, on farm loans, or residential properties ? 
Can you give us a comparison ? 

Mr. Conxurn. No, Congressman, I would not be in a position to 
give you that. I simply would not have the figures on both of those 
transactions. One would be a mortgage transaction and the other 
would be a bond transaction. I could not give offhand that 
comparison. 

Mr. Dottiver. There must be some data available on that. 

Mr. Conxutn. Yes, I think so. I should think that there would 
be data available. Of course, when you get into mortgage loans, you 
get a much smaller-sized loan, usually, than a bond issue. 

Mr. Dotiiver. I beg your pardon, but I did not quite catch that. 
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Mr. ConK1tNn. In the mortgage loan, you usually have a very much 
smaller-sized issue than in the corporate bond issue. 

Mr. Dotuiver. Oh, yes; but percentagewise. The thing that I am 
trying to get at is the percentage of the cost on such loans, for a 
relatively small amount, $10,000, or $50,000, or $100,000. I wanted 
to compare the percentage with the percentage in a bond issue. I 
thought if you could make that comparison it might be useful in the 
determination of this question. 

Could you secure that information for us? 

Mr. Conkurn. I will attempt to. Probably the association might 
be able to do it better. 

I would mention one thing in passing in reference to that. In the 
case of mortgage loans the expenses are a great deal heavier after 
the loan has been made. In other words, in the case of the mortgage 
loan the expenses are incurred, to a great extent after the loan has 
heen made. The servicing of that loan is a very expensive proposi- 
tion—collecting of the monthly payments, checking on taxes, and 
insurance, and delinquencies. That is the very expensive part of the 
loan. 

In the case of a corporate bond issue, and registration, and so forth, 
it is the initial cost. 

Mr. Doutuitver. Thank you, Mr. Chairman. 

Mr. Hetxier. Mr. Conklin, upon what do you base the statement that 
you expect a leveling off in the percentage of privately placed bond 
issues to total corporate bond issues to about 60 percent of the total? 

Mr. Conxurn. I would base it upon the facts, No. 1, that the indus- 
trial issues relative to the total amount of issues, bond issues, will be 
smaller in the next several years than they have been in the last several 
years. ‘That is one factor. 

Mr. Hetier. There is a possibility, is there not, let us say next year 
and the year after that it may rise to about 80 percent ? 

Mr. Conk. I do not think so. 

Mr. Hetxier. Or 70 percent ? 

Mr. Conxurn. No; none whatever. 

Mr. Hetter. It is near 60 percent now, is it not ? 

Mr. Conxurin. And if I were to fix a maximum figure, Mr. Chair- 
man, I would fix a maximum figure of 60 percent. I would be ex- 
tremely surprised, I would almost guarantee that it would not go above 
60 percent. 

Mr. Hextier. Did you say 60 percent or 65 percent ? 

Mr. Conkurn. Sixty percent. I think next year it will be nearer 
50 percent than 60 percent. 

Mr. Heiter. Would you say that if it reached 60 percent that that 
would be a healthy thing for the economy of the country ? 

Mr. Conxirn. Yes; I would make the point that it is not a bad 
thing to have any given percentage. I was just saying that I think 
as a matter of fact, with the forces operating, that it is not going to 
get that high; but in the industrial field, the percentage is 85 percent, 
or 90 percent. I do not think a higher percentage would be harmful, 
because of the free choice, Mr. Chairman, remaining in the hands of 
the borrower. He is the one who decides which method to use. 

Now, the evidence currently in the industrial market is that a good 
many more borrowers feel that they can do a little better in the public 
market than they can with direct placements. 
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So, you are having more issues going into the public market. That 
is shown by the fact that there has already been registered more 
offerings to the public this year, to the market this year, more issues, 
than were sold publicly in all of last year. 

Mr. Heiter. Suppose we have a depression, would not the insurance 
companies find themselves in the businesses of some of the borrowers ? 

Mr. Conxurn. No; I do not think so. In the first place I think that 
we have had a very, very good indication of what might happen in 
the future by what happened in the past depression, and during that. 
past depression there was no great complaint of ownership, or any- 
thing like that, and I would rather feel that there is not going to be 
another such severe depression as we had in 1929 and 1932. 

Mr. Hetrier. And that insurance companies would not own many 
properties ? 

Mr. Conky. That is a problem, you see, that we have already gone 
through. We went through that. Institutional investors were very 
heavy investors in the mortgage market, Congressman, in the last 
depression. But, there was no complaint about it. There was no 
serious problem raised about that. I very much doubt whether that 
would be a serious problem in the future. 

Mr. Bennerr. Mr. Chairman. 

Mr. Hetier. Mr. Bennett. 

Mr. Bennerr. Do you have any information as to how extensively 
insurance companies are investing in the securities of the International 
Bank ? . 

Mr. Conxkutn. That is very easily obtained. I can just say this: 
There is a fairly substantial investment. 

Mr. Bennett. How about your own company ¢ 

Mr. Conxuin. Our own company—we tried to buy a million dollars 
of a previous issue. The issue went very well. I think we were about 
to get about $700,000. 

Of the recent issue, we considered that attractive and we bought 
$1,000,000. 

Mr. Bennett. Those securities have no SEC registration whatever, 
do they ? 

Mr. Conky. I donot believe so. Iam not sure. 

That security, Congressman, at the present time, with the present 
state of affairs, is practically the equivalent of a United States Govern- 
ment bond. ’ 

Mr. Bennett. That is just the point. It may be up to the point 
where this Government contributes to the capital of the bank; but 
when you get beyond that, then you are relying on the constitution 
of the capital made up by these foreign countries. 

Mr. Conxiin. Congressman, I would rather defer that question, be- 
cause I do not know what the status of the International Bank issue 
is with regard to registration. 

Mr. Bennett. J am sure that there is no registration requirement. 
I think Congress during the last session passed a law exempting them; 
but I think that a lot of people are concerned about the securities, at 
least of the International Bank, and what their ultimate value will be, 
and I notice that the fear has been expressed here that there is a con- 
siderable danger to policyholders of insurance companies, when they 
buy securities that are privately placed and have no SEC registration. 
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I think that maybe the same concern might be expressed with respect 
to the bonds or securities of the International Bank, particularly after 
the bank is in operation a few more years and they depend for some 
of their capital upon the subseriptions of foreign countries, which 
have been made, and have not been paid in. 

I do not know whether any of your witnesses have made any study 
of that, but it seems to me if people are worried about policyholders 
and the public generally, there is one field of investment that might 
well warrant further study. 

Mr. Conxurn. I just have had handed to me the holding of the 
World Bank bonds. They are $95,000,000 as of February 29. I would 
like to state that the operations of the International Bank have gained 
for it the confidence of the investment fraternity. Loans have been 
made prudently, and reserves have been accumulated in excess of 
$80,000,000. 

Mr. Bennett. That is all, Mr. Chairman. 

Mr. Hetier. Are there any further questions ¢ 

That is all. Thank you, Mr. Conklin. 

Mr. Conxury. Thank you. 

Mr. Dotuiver. Mr. Conklin, where is the home office of your com- 
pany ¢ 

Mr. Conxurn. New York City. 

(The following letter was submitted for the record :) 


INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT, 
OFFICE OF THE PRESIDENT, 
Washington, D. C., June 13, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Exchange Commission Sub-Committee, 
Committee on Interstate and Foreign Commerce, 
The House of Representatives, Washington, D. C. 

Dear Sir: The testimony of Mr. George Conklin, Jr., second vice president, 
Guardian Life Insurance Co. of New York, before your committee on May 21, 
1952, with respect to the status of International Bank bonds under the Securi- 
ties Acts has been brought to my attention. In the course of questions by Con- 
gressman Bennett, it was stated that International Bank bonds and bonds 
privately placed are both exempt from registration under the securities Acts. 
This is a correct statement, but I am concerned that it might give an inaccurate 
impression, namely, that the International Bank is free from the necessity of 
disclosing information to the public about its securities. Although I recognize 
that the matter is rather remote from the issues with which your committee is 
eoncerned in its current investigation, I should like to make clear that the In- 
ternational Bank is obliged under the law to make full disclosure about its 
publicly sold securities in the United States. 

By the terms of Public Law 142, Bighty-first Congress, International Bank 
bonds were given the status of “exempted securities” under the Securities Act 
of 1983 and the Securities Exchange Act of 1934. Accordingly, as Mr. Conklin 
indicated, no formal registration with the Securities and Exchange Commission 
is required under the Securities Acts. However, section 2 of Public Law 142 re- 
quires the bank to file with the Commission such reports with regard to its se- 
errities as the Commission determines to be appropriate in view of the special 
character of the bank and its operations and necessary in the public interest or 
for the protection of investors. The Commission has adopted rules and regula- 
tions specifying the reports so to be filed (regulation BW; January 9, 1950). 
These reports require the bank to file with the Commission substantially the 
same information as would be contained in a registration statement. As the 
Commission stated in its release announcing the rules: 

“The new rules and regulations adopted today require the bank to file with 
the Commission substantially the same information, documents, and reports as 
would be required if the bank had securities registered under the Securities 
Exchange Act of 1934. The bank is also required to file a report with the Com- 
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mission not less than 7 days prior to the date on which any of its primary obli- 
gations are sold to the public in the United States. This report and the peri- 
odie reports filed, make available at the Commission information quite similar 
to the information which would be required in a registration statement under the 
Securities Act of 1983. This carries out the intention which the Commission ex- 
pressed to the Congress when the amendment to the Bretton Woods Agreements 
Act was under consideration.” 

The bank has no wish to withhold from the public any relevant information 
about its securities. Not only has it filed the reports called for by the Commis- 
sion, but in addition, although not so required by the law, it has published very 
full prospectuses in connection with each of its public issues in the United States. 
These prospectuses are filed as part of the bank’s reports to the Commission. 

Accordingly, although the bank’s bonds have the status of exempted securities 
under the Securities Acts, the Commission and public do obtain and will con- 
tinue to obtain, under the procedure prescribed by the law, substanfially the 
same information about the bank’s bonds as they would under the registration 
procedure. 

Sincerely yours, 
EUGENE R. Back. 


Mr. Hetier. The next witness will be Mr. Myers. 


STATEMENT OF CHARLES F. MYERS, JR., VICE PRESIDENT, 
BURLINGTON MILLS CORP., GREENSBORO, N. C. 


Mr. Myers. Mr. Chairman, and gentlemen of the committee, my 
name is Charles F. Myers, Jr., and I am financial vice president of 
the Burlington Mills Corp., with home offices at Greensboro, N. C. 

Our own company has utilized the direct placement of its debt, and 
in some instances preferred stock issues, over a period of years to such 
good advantage that in the public interest I feel I should give to you 
our experience and thoughts on the subject. 

Historically, our company, Burlington Mills Corp., has been a 
growth company operating almost entirely in the fabrication of fab- 
rics and other products for the volume mass market from synthetic 
yarn and fibers. The major strides that have been made in the man- 
made yarns such as rayon, acetate, nylon, and the many new fibers— 
orlon, dacron, acrilan, vicara, dynel, etc.—have combined to open up 
tremendous new markets in this country. Moreover, the use of these 
synthetic fibers has lessened our country’s dependence on wool for 
civilian supply and in times of emergency has added flexibility in 
meeting the requirements of our country. 

As an example of the growth of our company, our sales in 1937 were 
slightly in excess of $27,000,000. In 1951 they were approximately 
$310,000,000. Fixed assets, including plant, equipment, etc., at cost, 
have increased from $8,600,000 in 1937 to approximately $135,000,000 
in 1951. The growth in sales volume and physical assets has been 
paralleled in the growth in the number of productive jobs available. 
Employees have increased from approximately 8,000 in 1937 to over 
33,000 at the present time. 

Such substantial growth in a relatively short period, particularly 
when that period encompasses a long period of very high taxes, has 
required substantial outside financing. In the period referred to 
above, over $170,000,000 of earnings and reserves have been plowed 
back into the business, both common and preferred stock have been 
sold, and in addition $65,000,000 in long-term debt has been placed 
directly with insurance companies. 
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Our experience with direct placement has been eminently satisfac- 
tory. Our first loans with the Prudential Insurance Co. have been 
refinanced at an over-all net reduction in interest rate when the gen- 
eral pattern of interest rates changed, and within the last year two 
other insurance companies were brought into our debt picture with 
the knowledge, consent, and assistance of our original lenders, the 
Prudential. To our mind, this indicates the flexibility of direct place- 
ment. 

There are many very definite advantages to American industry in 
having needed capital available to it through direct placements, and 
some of these may be mentioned as follows: 

1. The availability of this large source of capital encourages the 
growth of our country through the opening up of new markets, the 
expansion of existing markets, and the development of businesses to 
serve our growing population and economy. The readiness and will- 
ingness of the insurance companies and others to furnish capital 
through direct placements on reasonable terms and to thus participate 
in the development of our economy is to be highly commended. 

2. Undoubtedly many growth companies have found this source of 
capital available to them on reasonable terms when other sources of 
capital, particularly the open markets, were not available to them or 
were available oyly at restrictive costs. 

3. Frequently the public capital markets are not receptive to the 
particular type of Sicesler that a company might need for its 
immediate purposes, and the availability of such capital through direct 
placements offers a well-balanced and more orderly organization in 
both the capital markets and the capital structures of American in- 
dustrial companies. 

4. The expert analysis and helpful assistance offered to industrial 
companies by insurance companies and others in negotiating direct 
placements tend to strengthen the internal capital and organization 
structures of the industrial companies for the long-range soundness 
of such companies and for the benefit of public investors therein. 

5. Frequently the raising of capital for particular projects is a 
matter of immediate consideration, and the success of the project 
would depend largely on the avoidance of cumbersome procedures and 
delay. Direct placements permit such financings when oftentimes the 
purposes would fail because of the unavoidable time element generally 
required in using the machinery of public distribution in issuing 
securities, 

6. Stockholders of American industries are now so generally well 
informed through reports of independent public accountants, reports 
of management, reports required to be filed with the Securities and 
Exchange Commission, and the financial services press on details of 
direct placements that there hardly appears to be any occasion to look 
upon such direct placements as being in any way undesirable from the 
standpoint of stockholder and investor information. 

In summary, therefore, the experience of our own company would 
seem to be evidence of the value of continuing the readily available 
sources of funds currently in the hands of insurance and similar com- 
panies; and, judging from our own experience, it would be our strong 
feeling that nothing should be done to restrict the ability of the man- 
ufacturer or businessman to choose between public and direct place- 
ment as his own particular situation requires. 
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Mr. Hetirr. Any questions? If not, I have just one question. 

Mr. Myers, has your company made any public offering of debt 
issues ¢ 

Mr. Myers. Not of debt issues. We have stock issues, but not of 
debt. issues. 

Mr. Hetxier. Can you tell us what the comparative cost between 
the stock issue and private placement is that you have been talking 
about ? 

Mr. Myers. No. Our stock issues were 6 or 7 years ago, public is- 
sues. The last one, I think, was in 1945. I would imagine it would be 
more expensive through the very nature of the issue. It would re- 
quire a great deal of printing costs, legal fees, that are not now re- 
quired under direct placements. Gener: ally it would be my impres- 
sion that it would be, and should be higher. 

Mr. Bennerr. Mr. Chairman. 

Mr. Hetxrer. Mr. Bennett. 

Mr. Bennerr. Of course, you do not ordinarily sell stock by direct 
placement ? 

Mr. Myers. That is right. 

Mr. Bennett. There would not be any basis for comparison ? 

Mr. Myers. Fixcept we have sold an issue of preferred stock by 
direct placement. ° 

Mr. Hetter. | think that is all. Thank you very much, Mr. Myers. 

Mr. Myers. Thank you. 

Mr. Hetier. The next witness will be Mr. James Porter. 


STATEMENT OF JAMES D. PORTER, PORTER, McINTYRE, JOHNSON 
& CUTLER, COUNSEL FOR A. 0. SMITH CORP., MILWAUKEE, WIS. 


Mr. Porter. Mr. Chairman, and gentlemen of the committee, I am 
James Porter. I am a lawyer in general practice in Milwaukee. I 
am a director and have been general counsel for years of the A. O. 
Smith Corp. I am appearing here in behalf of the A. O. Smith C orp., 
which is a borrower in direct placements. 

I would appreciate it if you would insert my statement in the rec- 
ord and I would like to discuss, if I may, some of the points from 
the standpoint of a borrower, that I have heard mentioned today and 
yesterday in the testimony. 

Mr. Heiter. Without objection, the statement will be inserted in 
the record. 

Mr. Porrer. The A. O. Smith Corp., a New York corporation with 
its principal plant in Milwaukee, Wis., is now, and since February 
1948 has been a borrower from the Prudential Insurance Co. of 
America. Throughout that period I was and am now general counsel 
for A. O. Smith, and participated personally and directly in the 
transactions between A. O. Smith and the Prudential. The history 
of those transactions is reviewed below in this letter, in the belief 
that it confirms that any such requirement of registration would 
negate the principal advantages to industrial companies of credit 
arrangements with insurance companies. Those advantages, which 
are demonstrated by the transactions between A. O. Smith and the 
Prudential, are the availability of a source of substantial amounts 
of long-term credit, the availability of such credit with a minimum 
of delays and comparatively small expense once a cooperative re- 
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lationship has been established between the creditor and the borrower, 
and the facility with which existing arrangements may be revised 
from time to time when need for such revision occurs. 

The relationship between A. O. Smith and the Prudential had its 
inception in 1948. Early in that year A. O. Smith was faced with a 
need for additional long-term funds in its business because of the 
program of diversification of its products and plants which it was 
actively pursuing, and because of the inflation in material and labor 
dollar costs which it, in common with other industrial companies, was 
experiencing. Prior to World War II its products had been limited 
to automotive frames, large diameter line pipe and oil-well casing, 
pressure vessels, glass-lined and stainless steel tanks, petroleum meters 
and welding electrodes; and substantially all manufacturing took 
place in its plants in Milwaukee. Shortly before the war the com- 
pany embarked upon a plan of diversification for the purpose of de- 
veloping stability in its operations. Pursuit of the plan was limited 
during the war but intensified immediately thereafter. As a result, 
the following products, among others, have been added to those pre- 
war products mentioned above: Automotive parts, penstocks, heat 
exchangers, welding equipment, gas and electric automatic storage 
water heaters, large volume gas water heaters, railroad equipment, 
liquid gas systems, meters and gages for measuring petroleum prod- 
ucts, gasoline dispensing pumps, electric motors, vertical turbine and 
submersible pumps, and glass-lined and coated structures for crop 
storage. Further, pursuant to the plan, the company has enlarged 
its plants in Milwaukee, and has added plants at Elkhorn, Wis.; 
Houston, Tex.; Kankakee, Ill.; Los Angeles, Calif.; Succassunna, 
N. J.; and Tipp City and Toledo, Ohio. The burden which has been 
imposed upon the working capital of the company as a result of its 
expansion since the close of World War II is apparent from the fact 
that its net sales during its fiscal year ended July 31, 1946, were ap- 
proximately $82,500,000, as compared to $211,800,000 in the year ended 
July 31, 1951; and its net fixed assets on July 31, 1946, were $14,200,- 
000, as compared with $28,100,000 on July 31, 1951. 

In late 1947 it became apparent that the long-term expansion plans 
of the company required that long-term funds be added to its working 
capital. At that time the company possessed a revolving credit with 
12 large banks in the country under which the company was entitled 
until June 30, 1953, to borrow and repay and re-borrow up to $12,500,- 
000 at any one time. The company’s borrowings then outstanding 
under the credit were $6,000,000, the credit arrangement was an advan- 
tageous one and the company desired to retain it. However, if the 
additional funds which the company required were borrowed under 
the revolving credit, the company might not be in position on June 
30, 1953, to repay the borrowings, and, further, the company on or 
before June 30, 1953, might require more than $12,500,000. If the 
additional funds which the company required were borrowed from any 
other source, the revolving credit required that the new loan or loans 
be subordinated to the revolving credit in order that repayment of 
borrowings under the revolving credit would continue to be a first 
claim upon the company. 

Therefore, in late 1947, the company gave consideration to three 
possible methods of obtaining the additional funds it required. One 
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method considered was that of amending the revolving credit so as to 
extend the date of June 30, 1953, or increase the amount of the credit, 
or both. However, it was apparent that bank credit could hardly be 
extended for the long term for which the company might require the 
funds. A second method was that of selling preferred stock or com- 
mon stock to the public through underwriters. However, at that 
time there appeared to be no market for such an industrial preferred 
stock, and the level of the common stock market made it probable that 
any successful common stock offering would result in a dilution of 
what was considered to be the real value of the then stockholders’ 
interests. A third method considered was that of offering notes, 
debentures, or bonds to the public through underwriters. ata 
the company had determined that it needed and desired to retain the 
revolving credit with the banks, and so far as the company could 
ascertain no market existed for a security which would be subordinated 
to the revolving credit. Another, although less important, objection to 
the public offering of either stock or obligations of the company was 
the substantial expense which such an offering would entail. 

Therefore, A. O. Smith concluded in early 1948 to attempt to obtain 
a long-term unsecured loan for $7,500,000 from an insurance company, 
which would be subordinated to the $12,500,000 revolving credit. It 
appeared to the company that such a loan probably could be arranged 
expeditiously and inexpensively, and that if a cooperative relationship 
with such a creditor could be established over the years, the company 
would possess a source for additional long-term credit whose ability 
to fill the company’s needs would not depend upon such factors as the 
existence or level of securities markets or the availability of adequate 
bank credit. Five insurance companies were interviewed before A. O. 
Smith communicated with the Prudential, which indicated that it 
would give consideration to making the type of loan A. O. Smith was 
seeking. The judgment and expectations of A. O. Smith which per- 
suaded it to seek a loan from an insurance company have been con- 
firmed and realized in every respect in its relationship with the 
Prudential. 

Immediately following the first discussion between A. O. Smith and 
the Prudential in Newark, N. J., representatives of the insurance 
company visited the A. O. Smith plant in Milwaukee and described 
the statistical information they would require. The information, 
although extensive and detailed, was compiled and submitted to the 
insurance company within 2 weeks. Two weeks thereafter the only 
meeting with respect to the conditions of the loan took place in New- 
ark, and the substance of the company’s covenants in the purchase 
agreement were negotiated. Subsequent revisions in the provisions of 
the purchase agreement were negotiated by telephone, and 2 weeks 
after the meeting in Newark the purchase agreement dated February 
16, 1948, was signed and A. O. Smith took down the $7,500,000. The 
loan, which was consummated within 45 days after the first conversa- 
tion with the Prudential, had been tailored to meet the needs of A. O. 
Smith. It provided the company with a 15-year, $7,500,000 loan, all 
of which was subordinated to the company’s revolving credit with the 
banks in the amount of $12,500,000 until June 30, 1953. The com- 
pany’s expenses to outsiders in connection with the loan which con- 
sisted of legal fees and printing charges, approximated $5,200. 
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In early 1951 the expansion of A. O. Smith again created a need for 
the addition of long-term funds to its working capital. At that time 
the company had reduced the Prudential loan to $6,000,000, and had 
caliiandioia borrowings of $8,500,000 under the revolving credit with 
the banks. The expiration date of the bank credit was June 30, 1953. 
The company’s expanding commercial production created a need for 
additional, long-term funds; and, further, the company was prepar- 
ing to participate in various defense production programs te an extent 
which made it appear that outside financing of its defense work would 
be required. However, in the company’s view, financing of 90 per- 
cent of the costs it would accrue in its contemplated defense work prob- 
ably could be least expensively financed for an adequate period of 
time by means of a regulation V loan or other revolving credit with 
the banks with whom the company had its existing revolving credit. 
Therefore, the company desired to retain the right to finance its de- 
fense work by means of a V loan or other bank credit. 

The subject of a new loan for $25,000,000 was discussed in one meet- 
ing with the Prudential in Newark in early April 1951. By mid- 
April the principal terms of the loan had been outlined in a memo- 
randum and approved by A. O. Smith. The provisions of the new 
purchase agreement were negotiated on the telephone and the agree- 
ment itself was executed on May 22, 1951. The banks who were 
parties to the revolving credit which was to expire on June 30, 1953, 
were given the 30-day notice, to which they were entitled, that the 
credit would be terminated on July 2,1951. On July 2, 1951, the full 
amount of the new loan, $25,000,000, was taken down by A. O. Smith; 
$6,000,000 was applied to the payment in full of the prior loan by the 
Prudential; and $8,500,000 was applied to the repayment in full of 
the outstanding borrowings under the revolving credit from the banks. 
Asa result, A. O. Smith now possesses a 15-year $25,000,000 loan from 
the Prudential. 

Again, the $25,000,000 loan was tailored to fit the needs of A. O. 
Smith in many respects. Among them is the fact that under its pur- 
chase agreement with the Prudential the company is also permitted 
to have a V loan or other revolving credit for the express purpose of 
financing defense production contracts up to $50,000,000; is per- 
mitted, if it has no such V loan or revolving credit, to have long-term 
bank credit up to $15,000,000; and is permitted, if it has no such V 
loan, revoking credit or long-term bank credit, to incur short-term 
bank loans from time to time without limit in amount, provided the 
company has been free of short-term bank loans for at least 90 consecu- 
tive days during the preceding 24 months. Further, because $5,000,000 
of the $25,000,000 was borrowed from the Prudential by the company 
in contemplation of a need to invest that amount in approximately 
$50,000,000 of defense production costs (only 90 percent of which 
could be financed under a V loan), the company, in addition to all its 
other rights of redemption or prepayment, possesses the right to re- 
deem up to $5,000,000 of the loan without premium before the later 
of the following dates: (a) July 1, 1954; or (b) a date 6 months after 
the termination of any V loan or other revolving credit entered into 
by the company before July 1, 1954, for the express purpose of financ- 
ing defense production contracts. 
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The company’s total expense to outsiders in connection with the 1951 
loan by the Prudential was approximateyl $8,500, and was expended 
for legal fees, traveling expense, and printing. 

From time to time following the execution of the A. O. Smith pur- 
chase agreements dated February 16, 1948, and May 22, 1951, with 
the Prudential, consents or waivers by the insurance company in 
respect of various provisions of the respective purchase agreements 
which restticted courses of action which A. O. Smith proposed to take 
in the course of its business were requested by A .O. Smith. Such re- 
quests were made by telephone, and in some cases may have been sup- 
plemented by an explanatory letter, but each case the desired con- 
sent or waiver became effective within the following few days. 

The foregoing history of the loans made by A. O. Smith Corp. with 
the Prudential is respectfully submitted for the consideration of the 
committee as a demonstration of the expedition and facility with 
which industrial companies can obtain from such an institution as the 
Prudential the increasingly large amounts of money which they re- 
quire for their expanding operations; and, further, to make apparent 
the inadvisability of imposing any requirement that time-consuming 
registration statements and amendments of such statements must first 
be prepared and submitted to a governmental agency, and thereby 
interfering with a process which has proved so advantageous to A. O. 
Smith Corp. 

Mr. Chairman, from the borrower’s standpoint, and at the outset of 
this discussion, I would like to state what seems to me at least to be the 
principal point, that is, that the history of the A. O. Smith tranac- 
tions with the Prudential proves that the greatest advantage in the 
private placement method of obtaining money is the great facility and 
speed and certainty with which those credit arrangements can be made 
and revised. 

To go further with the point, any requirement of registration with 
the Securities and Exchange Commission, whether or not the existing 
requirements were simplified, would go to the very heart of the princi- 
pal advantage to borrowers of private placement methods, because it 
would inevitably delay and complicate those arrangements. 

Now, as set forth in my statement, A. O. Smith Corp. has its prin- 
cipal plants in Milwaukee. It now is a company whose total assets are 
approximately $99,000,000. It has $10,000,000 of common stock which 
is listed on the New York Stock Exchange and has been, to my recol- 
lection, ever since 1916. 

It has a net worth of approximately $50,000,000. It has never issued 
any securities publicly, at least, not since 1916. 

Immediately after World War II, A. O. Smith started a program of 
diversification of its production and plants in order to give greater 
stability to its operations. At that time it was principally a capital 
goods manufacturing company. It manufactured such things as large- 
diameter line pipe, oil-well casing, pressure vessels, automotive frames, 
a few petroleum meters, and weld rods, or welding electrodes. Its only 
plant then was in Milwaukee. It has expanded its operations to an 
extent which has resulted now in plants not only in Milwaukee, but in 
Houston, Tex., Los Angeles, Calif., Kankakee, Ill., Elkhorn, Wis., 
Tipp City, Ohio, and Toledo, Ohio. Those are all plants owned by 
A. O. Smith. 
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In addition it operates several plants for the Government at present. 

Its fixed assets at the end of July 31, 1946, fiscal year, were approxi- 
mately $14,000,000. At the year ending July 31, 1951, they were 
$28,000,000. 

Sales increased from the year ending July 31, 1946, from $82,500,000 
in that year to $211,000,000 in the year ended July 31, 1951. 

Late in 1947, A. O. Smith was faced with the need for long-term 
funds to finance that expansion which then was in process. 

A. O. Smith, and I venture to say, in common with many industrial 
companies, was interested in obtaining a source of substantial funds 
when needed with the greatest facility possible and the greatest speed 
possible. 

Late in 1947, A. O. Smith had a revolving credit with 12 of the 
largest banks in the country for $12,500,000. It could borrow, pay, 
and borrow again until June 30, 1953, under that arrangement. It 
was a very advantageous one. It owed $6,000,000 under the revolving 
credit. 

At that time A. O. Smith considered several methods of raising the 
the long-term money it needed for expansion. One would have been 
an attempt to extend the revolving credit. There were two objections 
to that. Smith might need more than $12,500,000, and might need it 
for longer than any group of banks could hope to extend credit to it. 

Another thing that was actively considered was the sale of a pre- 
ferred-stock issue. There did not appear to be any market, so far as 
we could ascertain, for industrial preferred stock such as we wanted 
to issue. 

Another avenue was a common stock market and sale of common 
stock. At that time it looked to A. O. Smith as though any public 
offering of common stock would dilute what appeared to the real value 
of the stockholders’ interest. 

Another method was that of publicly offering debentures or bonds, 
or debt securities. 

The revolving credit was so advantageous to A. O. Smith that it 
wanted to retain it. It was a very low rate credit with a group of 
banks with whom Smith had worked for years. 

There did not appear to be any public market for subordinated 
debentures or debt securities, and Smith wanted to borrow on a basis 
which would subordinate the new long-term debt to the revolving 
credit. 

Therefore, Smith approached five insurance companies and finally 
the Prudential. None of the first five were interested in a subordi- 
nated loan. The Prudential indicated that it would be interested. 
The Prudential’s representatives came out, surveyed the A. O. Smith 
plants, and explained what information the Prudential would require. 
Within 2 weeks later, A. O. Smith, had prepared all of the information 
and submitted it to the Prudential. Two weeks later, the original 
meeting in negotiating the loan was had in Newark, and 2 weeks later 
the loan was completed, and Smith took down $7,500,000 on a basis 
which was subordinated to the $12,500,000 revolving fund. 

Mr. Hauu. In how long a period of time was that done? 

Mr. Porrer. Forty-five days. That was the first loan. 

Now, there was some discussion yesterday of the sort of information 
that insurance companies require and a comparison of that informa- 
tion to some extent with the registration statements. 


23578—52—pt. 2——-9 
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T recall very well at that time Smith, among other things, gave the 
Prudential every audit of Smith from 1930 to 1948, when the loan 
was made; gave them complete divisional profit and loss reports; gave 
them information on every plant Smith then had, its age, type of 
construction and every other thing about it; the history of every major 
member of the management; forecasts and budgets; statements as to 
the comparative positions of A. O. Smith in the several industry 
markets in which the products manufactured by its major divisions 
were sold; estimates as to what growth factors Smith considered there 
were in various divisions, and in its products—a lot of information 
which might perhaps best be classified as that sort of information with 
which operatois of a big industry concern themselves, as distinguished 
from the comparatively static information in a registration statement. 

It was both historical and a prognosis. 

Now, that was done in 45 days. 

The Smith expansion went on. We came to April 1951, when we 
needed a lot more long-term money. In April 1951, we owed the 
Prudential a balance of $6,000,000 on the original $7,500,000 loan and 
owed the banks $8,500,000 under the revolving credit. At that time, 
again, although I did not participate in the discussions, I know serious | 
consideration was again given to the question of the advantages and 
disadvantages of going to the public market, with publicly offered 
securities to raise the additional money. However, the Prudential! 
was again approached. One meeting was held early in April in | 
Newark This loan, which is the present one for $25,000,000 that | 
Smith has with Prudential, again had to be tailored to meet A. O. | 
Smith’s needs and desires. The first one had been tailored primarily | 
to keep the advantageous revolving credit in force. The second one | 
had to be tailored primarily because in April of 1951 Smith was | 
faced with what it then appeared would probably be a large volume 
of defense work. Smith had decided that its defense work could most 
cheaply and advantageously be financed by a regulation V-loan. | 
Therefore, Smith wanted the right to have outstanding either a V-loan [ 
or some other revolving credit against its war-production contracts, | 
and estimated that such a V-loan or revolving credit might be as | 
large as $50,000,000. ‘ 

To run that V-loan alongside a $25,000,000 loan posed an immediate | 
credit problem ; yet that was the thing A. O. Smith required. : 

The first and only meeting between A. O. Smith and the Prudential | 
with respect to the present loan for $25,000,000 took place early in | 
April 1951. Within a week or a week and a half later a statement of | 
the principal features of the loan was received from the Prudential 
and approved by the A. O. Smith executive committee. The pur- 
chase agreement was signed on March 22, 1951. On June 1 the | 
banks were given their 30-day notice, to which they were entitled, that 
the revolving credit was going to be redeemed, and on July 2 the | 
$25,000,000 was taken down from the Prudential; $8,500,000 paid to | 
the banks, and $6,000,000 applied on the prior loan to the Prudential, 
and the rest put into A. O. Sinith’s working capital. 

The $25,000,000 took a little longer than the first loan. However, 
there was no need for it to have taken any longer. It was simply 
occasioned by the fact that the money could not be taken down and 
used to repay the $8,500,000 outstanding under the revolving credit 
until July 2, in any event. 
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Now, that loan again was very much tailored to A. O. Smith’s re- 
quirements. It provides that A. O. Smith may have a V-loan or re- 
volving credit to finance war production in the amount of $50,000,000. 
If it does not have a loan or revolving credit — war production, 
it may have a commercial revolving credit with banks in the amount of 
000; and, if it does not have either of those, it may incur cur- 
rent debt to any amount, provided it is out of debt to banks for 90 
days in each 24 months’ period. 

‘urther, A. O. Smith knew that, under the V-loan, only 90 per- 
cent of the war-production cost could be financed. Therefore, in the 
$25,000,000 loan, $5,000,000 of it was taken down for the purpose of 
representing the 10-percent equity, if you will, which A. O. Smith 
would have been required to have in $50,000,000 worth of war-pro- 
duction contracts; and under the Prudential loan for $25,000,000 A. 
QO. Smith was given the right, in addition to all its other redemption 
rights, to redeem without any premium up to $5,000,000 of that loan 
within 6 months after the termination of its V-loan agreement. 

So, again, that one was tailored to meet A. O. Smith’s needs. 

Now, the cost on the first loan paid to outsiders by A. O. Smith, 
the first $7,500,000 loan to A. O. Smith was $5,200. The second loan 
for $25,000,000 cost A. O. Smith $8,500 for lawyers’ fees, printing, 
and traveling. Those are the total expenses. 

Now, in weighing the advisability of going to the market with pub- 
licly offered securities, A. O. Smith had in mind among other things 
the substantial increased expenses of offering an issue of securities 
publicly, registration and prospectus expenses, and the like. That 
was not a controlling factor in Smith’s thinking. 

Smith was looking then to establishing and has established a co- 
operative relationship with a source of long-term funds, without limit 
if Smith can justify its need and the soundness of its judgment that 
it needs the money—a source which knows as much about Smith’s busi- 
ness as Smith does and who, in the final analysis, can provide A. O. 
Smith with a commitment, when a sound request is made, on the fol- 
lowing Tuesday, if need be, when the finance committee of the in- 
surance company meets. 

We are not as much interested—and I venture to say that many in- 
dustrialists are not as much interested in present interest rates as 
such, nor so greatly interested in comparative expenses, although the 
expenses of the public offering I am sure greatly exceeds anything we 
have ineurred. 

We are interested, however, in our ability when a project is being 
plannned to know that we do not have to wait until the public of- 
fering has been approved and the price of the securities has been set, 
and we are faced with the possibility of what are called “outs” in 
underwriting agreements. We want to know as promptly as we can 
whether we are going to get the money and when. That, I think, is 
a point at which any requirement of registration would impinge most. 
meng the great advantage in such an arrangement to borrowers. 

Mr. Heiter. Does that conclude your statement, Mr. Porter? 

Mr. Porter. Yes. 

Mr. Hetver. Are there any questions? 

Mr. Haty. Mr. Chairman. 

Mr. Heurer. Mr. Hall. 
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Mr. Haw, I was wondering, when you considered the possibility of 
public flotation, whether you got any estimates or did you arrive 
at any pergecnere of the time that it would take to go through that 
process 

Mr. Porrer. No, sir. No; we did not. That time, necessarily, in 
the case of A. O. Smith, in my own judgment, would have to be in- 
definite, because, as I say, although A. O. Smith’s common stock is 
listed and has been listed on the New York Stock Exchange for years, 
A. O. Smith has never prepared a registration statement and a pros- 
pectus. Therefore, the sheer initial work would be bound to take time. 

Mr. Hatx. Did you estimate what the cost would be as between 
the public flotation and private placement ? 

Mr. Porter. Only very roughly; and, excluding underwriters’ 
charges and that sort of thing, we did not think that we could start for 
om p04 less than $50,000, and in my own opinion that would be on the 
ow side. 

Mr. Hay. And what was the private placement cost ? 

Mr. Porter. Our first one for $7,500,000 cost $5,200, and the second 
for $25,000,000 cost $8,500. 

Mr. Haut. And you think that your estimate on the second was 
$50,000 for a public flotation, and you say that was a low estimate! 

Mr. Porrer. Yes; that was a guess. oo speaking of printing 
charges, legal fees, accounting charges, and the like. 

May I add, on one point that I heard mentioned yesterday, some 
discussion which may or may not be important on the points before 
the committee of monopoly and management domination ? 

I would like to make the further point, based again on A. O. Smith’s 
experience, that if there were any limitation placed on the amounts 
insurance companies could loan to borrowers, for example, any re- 

uirement that they share loans in specified amounts, with a result 
that a number of insurance companies had to be involved in a bor- 
rowing, depending upon the amount, two things, I submit, would 


happen. 

One would be that a finder or negotiator would have to be employed 
who was acquainted with the requirements of a large number of 
insurance companies, 


The second thing, based on A. O. Smith’s experience, would be § 
that the requirements, the highest requirements of any of the in- J 


surance companies, would inevitably become the requirements imposed 
upon the borrower. By that, I mean this, that it has been our experi- 
ence in these revolving credits, with a large number of banks and 
the earlier ones during the war—one for $50,000,000 with 18 or 20 
banks and another for $40,000,000, with the same number of banks— 
the one which asked the highest interest rates usually succeeded in 
having that made the interest rate on the loan. The one who asks for 
‘the most stringent requirements in a number of other respects in- 
evitably succeeds in having that made the requirements. 

Now, so far as we are concerned, we have to ask the Prudential to 
lend us more money and if they refuse we have the right to go else- 
where and pay them off without premium. 

We feel that we have a right to move out of our loans at almost any 


time we like. 
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The Prudential has been extremely cooperative with A. O. Smith, 
knows its business extremely well, and there never has been any sug- 
gestion of the domination of the management or any interference. 

Mr. Hau. Since the loan was made, have you put on any new direc- 
tors at the suggestion of the loaning company ¢ 

Mr. Porrer. No, sir; we have not. Every director of A. O. Smith, 
with the exception of me, is a man engaged full time in the running 
of the company. 

Mr. Haut. Have you put on any auditors, or auditing companies, 
at the suggestion of this insurance company ¢ 

Mr. Porrzr. No, Sir; we have not. We have the same auditing firm 
we have had, I venture to say, for 30 years or more. 

Mr. Heuier. Mr. Porter, did I not understand you to say that four 
companies rejected your application for a loan before the Prudential 
finally gave it? 

Mr. Porrer. The loan was discussed with five companies before we 
discussed, it with the Prudential. A loan was generally discussed. 
No application as such was made. None of them were interested in 
a subordinated loan. 

In other words, one which could be paid only after the revolving 
credit was paid. 

Now, the revolving credit agreement required that any additional 
long-term borrowing be subordinate to it. Therefore, and because the 
revolving credit was a very advantageous one for A. O. Smith, we 
wanted to keep it in force and as a result had to discuss with the 
companies a subordinated loan. 

Mr. Hever. What is the aggregate amount of the loan at the present 
time? 

Mr. Porrer. At the present time A. O. Smith owes the Prudential 
$25,000,000, or approximately that amount, and I believe has current 
bank borrowings in the neighborhood of $2,000,000. They are not 
under any revolving credit arrangement. We have not established 
the V loan I mentioned, because war production has not yet attained 
that point and in the meantime that production is being financed in 
large part through partial payments from the Government. 

Mr. Heiter. What is the interest rate ? 

Mr. Porrer. The interest rate on the Prudential loan is 334 percent. 

Mr. Haw. If you got a V loan, what would the interest rate be? 
It would be higher than that; would it not? 

Mr. Porrer. I cannot tell you. I would doubt it. But I do not 
know. 

In common with lots of other war contractors, war producers, many 
schedules were laid back as you know, and the result has been that 
it has not attained the volume that required a V loan. 

Mr. Benner. Mr. Chairman. 

Mr. Hever. Mr. Bennett. 

Mr. Bennett. Mr. Porter, what do you think about requiring SEC 
registration where the securities are privately placed and later resold 
to the public ? 

Mr. Porter. Mr. Bennett, do you refer to registration, initially ¢ 
In other words, when the loan is first made, or registration 
subsequently ? 
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Mr. Bennett. Well, if I were to make a provision to cover the situ- 
ation I would provide that where a security was to be privately placed, 
that the decision as to whether it should or should not be sold publicly 
at a later date be made then. If the decision was that the security 
could later be sold publicly, then, in my opinion, it would be fair and 
proper to require that the registration be made then. I can see the 
disadvantages and impractical aspects of requiring the registration 
3 or 4 or 5 years, or longer after the security has been issued; but the 
borrower and the lender at the time the private arrangement is made 
certainly cotld decide whether there was to be any pubiic offering of 
the security at a later date. 

Mr. Porter. My judgment, in reply to your question, would be this, 
that inevitably the lender would require initial registration in that 
case, because I assume that they, like other people—and perhaps there 
is a more exaggerated situation under the insurance laws—are re- 
quired to retain the right to dispose of their property if they see fit. 

Therefore, my judgment is that in the case of every loan they will 
insist upon registration right when the loan is made. 

Mr. Bennett. It woeld not prevent them from disposing of their 
roperty. All it would do would prevent them from disposing of it 
y public sale. I mean, I do not envision any restriction so that they 

could not dispose of their property. That is, that the Prudential, for 
example, could not sell to the Metropolitan Insurance Co. the securities 
that they now own from your company without any registration re- 
quirement. I am thinking about the cases where the Prudential, for 
some reason or other might want to get rid of your securities and offer 

them for public sale. 

Mr. Porter. Well, I am sure that in my own judgment—I have no 
connection with any insurance companies—that in order to protect 
themselves, if such requirement were made they would insist upon an 
initial registration. In other words to protect themselves in the | 
event that there was a possibility that they might have to go to a | 
public offering to liquidate an investment. I am sure that they would | 
insist upon it and if they were to insist upon an initial registration, 7 
it would negate one of the greatest advantages a borrower has. : 

Mr. Bennett. Do you think it would have the effect of requiring © 
registration of all securities whether privately placed or not? J 

Mr. Porter. Ido. May I add on that point the fact—no doubt you — 
have it in mind—but anyone other than an underwriter may liquidate © 
his position in a security that has been registered and publicly offered | 
previously at any time following the expiration of 1 year after the 7 
effective date of the registration statement, without a new registration 
of the security. ; 

My point is—and I have not heard it mentioned here—my point is | 
that even though an initial registration of a public offering may have | 
occurred 10 years before, it is pretty well stale by the time someone — 
10 vears later decides to liquidate a long position in that security. 

' Now, it is true that people in the registration statement agree to 
supply and continne to supply the Commission with forms. which 
are actually the 10-K annual reports on listed securities, but really the 
registration statement is a dead letter when a few years have expired. 

I am not entirely able in my own mind to see why a security 
originally privately placed should be singled out and made to have a 
current registration before it is sold out through brokers, when a 
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security which is the subject of a stale registration statement is 
permitted to be sold in exactly the same way, 

Mr. Bennett. Well, there is this difference, of course, that at least 
the public did when the security was originally offered, have the ad- 
vantage, whatever it may be, of the registration requirement and in 
the case of private placement they never have, or never would have, 
the advantage of the public registration statement, which is available 
in other instances. 

I do not have any information that this resale to the public is a 
serious problem today. I am merely trying to—and I think the com- 
mittee is merely trying to find out how extensive that practice is and 
if it becomes more extensive than it is now—whether the effect of that 
arrangement would be to permit a violation of the intent of the Secu- 
rities Act by actually letting securities that were never publicly regis- 
tered be the subject of private or public sale. That is the problem to 
be considered. 

Mr. Porrer. Well, I only make the point that a 10-year-old regis- 
tration statement is not very informative and may at least, in my own 
judgment, be just as dangerous as no registration statement, after a 
period of several years, and the further point that anyone other than 
an underwriter who has taken a position in a security may sell to the 
public after a year, without any requirement of registration. 

Mr. Bennerr. You would not argue with respect to that that a 
registration statement should be furnished every year, would you? 

Mr. Porter. No; I certainly would not; but it seems to me that 
there is a similarity in the situation. 

However, it only affects the borrower, if the lenders start asking 
for an initial registration, which undoubtedly they will do, in m 
judgment, and that will remove the greatest advantage for an expand- 
ing company in these private placement arrangements. 

Mr. Bennett. That is all I have. 

Mr. Heuxer. That will be all. Thank you very much, Mr. Porter. 

Mr. Porrer. Thank you. 

Mr. Heuer. The next witness will be Prof. E. Raymond Corey. 

(After informal discussion off the record :) 

Mr. Hewier. May I state at this time that we expect a quorum call 
ii the next few minutes, so, Professor Corey, if you will come back at 
2 o’clock, we will proceed at 2 o’clock. 

We will take a recess until 2 o’clock. 

(Thereupon, at 12 noon, the committee took a recess until 2 p. m. 
of the same day.) 


AFTERNOON SESSION 


Mr. Heuer. Come to order, please. 
Professor Corey, you may proceed. 


STATEMENT OF E. RAYMOND COREY, PROFESSOR, GRADUATE 
SCHOOL OF BUSINESS ADMINISTRATION, HARVARD UNIVERSITY 


Mr. Corey. Mr. Chairman, my name is E. Raymond Corey. I re- 
side in Wellesley, Mass. I am an assistant professor at the Harvard 
Business School. Much of the testimony that has gone before, Mr. 
Chairman, has mentioned points that I have here in my statement. 


> 
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In the six postwar years, 1946-51, private placements amounted to 
$16 billion as compared to total security flotations in those years of 
almost $41 billion. This volume of financing is unprecedented—and 
so is the tremendous expansion of our productive facilities that it has 
helped to make possible. 

It is my belief that direct placement has been a convenient and 
useful mechanism not only for meeting the needs of industry but for 
providing an outlet through which the life insurance companies can 
put their ever-increasing assets to work. 

Any proposal to amend existing legislation by providing for the 
registration of direct placements, therefore, ought to be approached 
with two questions in mind: Is the proposed change in keeping with 
the purpose of the present laws, and does it further this purpose? 
Second, if direct financing is a useful means of financing, will a change 
in existing legislation detract from its utility in any way? 


FULL AND FAIR DISCLOSURE 


The stated purpose of the Securities Act of 1933 is “to provide full 
and fair disclosure of the character of the securities” in order to pro- 
tect the interests of the investing public. If the proposal for regis- 
tration of direct placements is made to further this objective, then 
it may be perinent to note that there are already three strong influ- 
ences being brought to bear on direct placements which help to insure 
full and fair disclosure. (1) The interpretation of section 4 (1) of 
the act exempting transactions “not involving any public offerimg” 
by the Securities and Exchange Commission and by the courts has, 
itself, been such as to provide for full and fair disclosure of the 
character of direct placements to the investor even though these issues 
are not registered. (2) In spite of the fact of nonregistration, the 
1933 act provides protection for the lender in direct placements against 
untrue statements or omission of material facts in connection with 
securities transactions. (3) Since life-insurance companies purchase 
over 90 percent of all privately placed issues, state insurance com- 
missions have for a long time been reviewing these securities as they 
are purchased to make certain that they meet the high quality stand- 
ards prescribed for all life company investments, publicly or privately 
made. 

I. If a security is to qualify for exemption under section 4 (1), in 
my opinion, the issue must be sold under circumstances in which 
“full and fair disclosure” seems assured. Atherwise, in keeping with 
the purpose of the Securities Act, the SEC and the courts would 
require registration. The sale of a security issue, even though the 
issue had been offered to a limited number of individuals, would not 
be regarded as a transaction “not involving any public offering” if 
these investors were not skilled analysts or were not able through 
their relationship to the issuer to insure full and fair disclosure of all 
material facts. 

I quote below from a 1935 opinion of SEC General Counsel John 
J. Burns to indicate that several criteria beside the one suggested 
above were originally considered by the SEC to be significant in 
deciding whether a security flotation was public or private.” These 
criteria have evidently either been abandoned through disuse or have 
been rejected by the courts. Hence the single criterion which seems 
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to remain is the ability of the offeree to assure for himself that there 
is full and fair disclosure. 
The Burns opinion is quoted in part as follows: 


The opinion has been previously expressed by this office that an offering of 
securities to an insubstantial number of persons is a transaction by the issuer 
not involving any public offering, and hence an exempted transaction under 
the provisions of section 4 (1) of the Securities Act. Furthermore, the opinion 
has been eypressed that under ordinary circumstances an offering to not more 
than approximately 25 persons is not an offering to a substantial number and 
presumably does not involve a public offering. 

7 a 7 7 * > > 

In no sense is the question to be determined exclusively by the number of 
prospective offerees. I conceive that the following factors in particular should 
be considered in determining whether a public offering is involved in a given 
transaction : 

1. The number of offerees and their relationship to each other and to the in- 
surer.—You will note that this does not mean the number of actual purchasers, 
but the number of persons to whom the security in question is offered for sale. 

* * * * * * * 

I also regard as significant the relationship between the issuer and the offerees. 
Thus, an offering to the members of a class who should have special knowledge 
of the issuer is less likely to be a public offering than is an offering to the 
inembers of a class of the same size who do not have this advantage * * *. 


The Burns opinion went on to say that the exemption provided by 
section 4 (1) “was intended to be applied chiefly to small offerings, 
which in their nature are less likely to be publicly offered even if 
redistributed.” He also said that “transactions which are effected by 
direct negotiation by the issuer are much more likely to be non- 
public than those effect ed through the use of the machinery of 
public distribution.” 

The absence of objections by the SEC to large private placements— 
as large as $250 million in principal amount—to private offerings to 
more than 25 persons, to direct negotiations carried on by investment 
bankers serving as intermediaries has, I believe, signified to business- 
men that the nature of the investor and his relationship to the issuer 
is the crucial determinant in distinguishing between a public and a 
private offering. 

The courts have adhered even more closely to this view. In a de- 
cision in February of this year by Judge Hulen, United States District 
Court, Eastern District of Missouri, Eastern Division, in the case of 
S. EB. C.v. Ralston Purina Co., the court held that a corporation’s of- 
fering of stock to an estimated 500 “key employees,” 5 to 8 percent of 
its total employees was held to be exempt from registration under the 
Securities Act of 1933. I quote briefly from this opinion: 

In 1933 the Federal Trade Commission issued a release to the effect, “Where 
a substantial number of persons is involved it would seem imprudent to rely 
on the exemption of section 4 (1) of the act.” Then, in 1985, the plaintiff issued 
a release and again stressed numbers as determinative whether a stock offer by 
a corporation is private or public. And so plaintiff's brief informs us that it 
has consistently interpreted the term “public offering” as contained in the exemp- 
tion clause to mean an offering to a substantial number of offerees. We find 
nothing in the statute and statutory scheme making number of offerees the sole 
test as to whether a stock offering is public or private. 

* * * * em a ~ 

* * * The statute is designed to protect the investing public by providing 
“full and fair disclosure” and information as to the securities to be offered, which 
shall be available to the public and upon which it can base a decision as to 
purchase of stock offering * * *. 

a + * * - * os 
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We take it from the tenor of plaintiff's brief that if defendant had restricted 
its selection of “key employees” to less than 100, plaintiff would have no objec- 
tions to the stock offering as being a private one. Thus the issue is narrowed—is 
the stock offering a public one because made to not to exceed 500 rather than 
not to exceed 100, out of 7,000 employees? To rule that it is would result in an 
arbitrary holding that any stock offering made to offerees in excess of 100 would 
be public. Neither the statute nor any congressional report suggests such a 
standard. It appears to have originated solely with plaintiff * * *. 

If full and fair disclosure is indeed the purpose of the Securities 
Act, then there are few who would doubt the ability of large institu- 
tional investors to protect their own interests in these matters. The 
bargaining, strength and the analytical skills of institutional in- 
vestors seem sufficiently great to insure the receipt of the necessary 
information relative to security issues. Life companies with their 
large staffs of security analysts are able to deal with large industrial 
concerns on equal terms. These investors have the opportunity of 
obtaining even greater knowledge of the facts pertinent to a security 
issue than may be available through a registered prospectus. One of 
the most important factors in judging any issue is the caliber of the 
borrowing concern’s management. ‘This is a factor that can often 
be appraised by the institutional investor negotiating directly but not 
by the small investor in the public market. In direct negotiation the 
lender can meet with management, inspect the company’s plant and 
facilities, raise questions, and obtain answers. 

II. It is necessary to speak only briefly of the protection investors 
in nonregistered securities already have under the Securities Act of 
1933. Sections 12 and 17 of the act make it unlawful for any person 
in the sale of any securities, publicly or privately floated, to make an 
untrue statement of fact or to omit to state a material fact. In addi- 
tion, the Supreme Court in Equitable Life Insurance Company of 
Towa v. Halsey, Stuart & Co. (1941), without relying on the authority 
of the Securities Act, found that a seller of securities can be held 
liable to a buyer for fraudulent representations and omissions even 
though the buyer does not make an independent analysis of the pro- 
posed securities. 

III. In any discussion of the need to protect the caliber of the 
securities life companies purchase through direct placement it should 
be emphasized that the insurance commissions of the several States, 
acting in the interests of this country’s 83 million policyholders, exer- 
cise close supervision over the security purchases of life companies. 
Any issues purchased by a life-insurance company which do not meet 
the qualifications established by the State commissions must be carried 
on the life company’s books at a fraction of amortized value. This is 
a penalty which affects the company’s ratio of assets to liabilities. It 
evidently has been effective in maintaining the quality standards es- 
tablished by State commissions. The standards set by the States are 
administered by the Committee on Valuation of Securities of the Na- 
tional Association of Insurance Commissioners. Briefly the States 
require that debt issue purchased by life companies have a Baa rating 
or better assigned by two recognized rating agencies. When the issue 
has been placed directly, tak Tenia is not rated, the valuation 
committee appraises it to determine whether it is at least the equivalent 
of a Baa security. In rating private placements, the committee de- 
pends on the information provided by the life companies. In addition 
to company reports and legal documents such as indentures, the com- 
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mittee requests and obtains internal memoranda prepared by life com- 
pany investment officers regarding the securities in question. This 
regulation has been beneficial in insuring that the securities in which 
the policyholder’s dollar is invested are of high caliber. 

It can be concluded that the registration of direct placements would 
not necessarily further the purpose of the Securities Act of 1933. Full 
and fair disclosure of the character of securities is assured, to the 
extent possible, by the analytical skills possessed by the investment 
officers of life companies, and by the opportunities these investors 
have of dealing on equal terms with large industrial corporations. 
Meanwhile the quality of the issues purchased by institutional invest- 
ors is under constant surveillance by State commissions in the inter- 
ests of the Nation’s policyholders. 


ADVANTAGES OF DIRECT PLACEMENT | 


On the next few pages I have listed what I consider to be the basic 
advantages of direct placement. In each instance I have tried to il- 
lustrate the advantage by a case history. 

The opportunity that industrial borrowers have to place securities 
directly with institutional investors offers decided advantages to these 
issuers. An indication of the borrowing concern’s preference for this 
means of financing is the fact that almost 88 percent of industrial 
bonds purchased a 18 large life companies in the years 1946-49 


were direct placements. Largely because of the competitive bidding 
requrenenes imposed by Government agencies, only 35 percent of 
pu 


slic utility bonds and 7 percent of railroad bonds purchased by life 
companies were purchased privately. It is possible to conclude that 
when corporations have been free to do so, ya have frequently pre- 
ferred to use direct placement. 

If the requirements that might be involved in any future registra- 
tion of private placements should detract significantly from the ad- 
vantages that borrowers are now able to realize, this cost of amendin 
the securities laws ought to be counted. As briefly as possible, I eal 
like to touch on the major benefits of direct placement and to illustrate 
them with case histories taken from my study of direct placements. 

I. The primary advantage to be achieved through direct placement 
is the ability on the part of the issuer to obtain a firm commitment 
as to terms at the close of negotiations. In this regard it is important 
to recognize that in direct placement the issuer and the investor ar- 
rive at an agreement by the give-and-take of negotiation. By con- 
trast the sale of securities in the public market is an offer and an ac- 
ceptance. The importance of the firm commitment is particularly 
apparent either when market conditions are unsettled or when the cir- 
cumstances of a particular flotation create some uncertainty as to the 
reception it might receive in the public market. 

In the Boston Edison Co. financing of 1948 the uncertainty of 
market conditions was the factor which caused the company to aban- 
don its original plans to float bonds publicly under an existing in- 
denture. In July 1948, the directors of the company had authorized 
the sale of mortgage bonds, and work was begun on the preparation 
of a registration statement. During July and August, however, in- 
terest rates on utility bonds increased steadily. The president of 
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the company viewed with considerable misgivings the prospects of 
floating the issue in the fall. 

With the approval of the board of directors, the president discon- 
tinued the preparations for a public offering and initiated negotia- 
tions with the John Hancock Mutual Life Insurance Co. Within 2 
weeks arrangements had been made to sell a $23 million issue of de- 
bentures having a 2.93 percent yield and a 25-year maturity. John 
Hancock agreed to purchase $12.5 million of the debentures; the Aetna 
Life Insurance Co, and Bankers Trust Co. of New York agreed to 
take the remainder. The commitment of the three institutions was 
given on October 8 and would not expire before November 15. In 
the meantime, the Boston Edison Co. had sufficient time to obtain the 
approval of the Massachusetts Department of Public Utilities to the 
proposed flotation. 

The Continental Can Co. $20 million debt financing of 1949 illus- 
trates a situation in which the management had grave doubts as to 
whether this particular issue would be received favorably if it were 
floated publicly. First, the company believed that it was important 
to incorporate prepayment provisions that were far more favorable 
than were generally incorporated in public offerings because it antici- 
pated being able to repay the loan prior to maturity. Second, the 
company had suffered a sharp drop in earnings in the first quarter of 
1949 as compared with the similar period of the previous year. Earn- 
ings in the earlier period had been five times greater. The manage- 
ment realized that the unfavorable comparison resulted largely from 
heavy sales which occurred in December 1948 because of an announced 
price rise to take effect January 1, 1949. In fact, the whole earnings 
picture had been depressed by abnormal postwar circumstances because 
of heavy maintenance and repair expenditures charged to current 
earnings, and because of the effects of a LIFO method of inventory. 
The distortions in the earnings picture and the management’s reason 
for anticipating increased earnings could hardly be made clear to the 
general public in a prospectus. Therefore, the Continental Can man- 
agement decided to place the issue privately and was able to negotiate 
satisfactory terms with the Metropolitan Life Insurance Co. 

Il. The timing of a security flotation may also be the decisive factor 
in a decision as to whether it should be offered publicly or privately. 
In these circumstances the requirements of registration with the Securi- 
ties and Exchange Commission may seriously handicap the issuer. 

The Standard Oil Co. (New Jersey), for example, estimates that 
it can put a security issue on the market only between the middle of 
May and the middle of July. The company’s annual audited state- 
ments (as of December 31) are scheduled for completion approxi- 
mately April 20. If we assume that preparation of the registration 
statement is undertaken before this date, an additional 10 days will 
probably be required to complete those sections based on data in the 
audited annual statements. The registration statement, therefore, 
could be filed with the SEC on May 1 at the earliest and would become 
effective in the middle of May. The latest date for filing would be 
June 30, since the SEC requires that the accounting date presented in 
the statement be no more than 6 months old. The statement would be 
effective in the latter part of July if registered at the end of June. 

Such considerations as these were responsible for Standard Oil’s 
decision to place directly a $75 million long-term note issue in Feb- 
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ruary 1949. The company’s treasury had been depleted by the pay- 
ment of $74 million in December 1948 for 30 percent of the stock of 
the Arabian American Oil Co. Although Standard Oil (New Jersey) 
could have waited until May or June to reimburse the treasury, it 
anticipated having to obtain at that time in the capital market an 
additional amount of $150 million to $200 million. If the company 
waited to do all its financing in the one midyear issue, the total prin- 
cipal amount would be inadvisably large and might not command so 
low a rate as would a smaller issue. Therefore, the debt was placed 
directly with 16 institutional investors, even though the Standard Oil 
(New Jersey) management believed that the issue might have been 
sold to the general public at a higher price. 

III. The bargaining nature of direct placement considerably fa- 
cilitates the negotiation of terms that will fit a particular need or cir- 
cumstances of the borrower. While the inclusion of unusual cove- 
nants in a public offering may jeopardize the success of the issue, in 
direct negotiation the issuer has the opportunity of proposing cer- 
tain covenants without committing himself. 

The experience of the General Motors Acceptance Corp. may be 
cited as an apt illustration of the ability of a corporate borrower to 
obtain, through direct negotiation, covenants suited to his particular 
needs. In 1948 GMAC found it necessary to obtain funds and did 
so through the sale of notes to 10 institutional investors. The notes, 
which aggregated $100 million in principal amount, had a 15-year 
maturity and a 3 percent coupon rate. 

The General Motors Acceptance Corp. finances the sale of General 
Motors products. Consequently, its outstanding debt is a measure of 
its own volume of business. When credit sales of General Motors 
produets decline, GMAC reduces its own outstanding obligations to 
economize on interest charges. In fact, no medium-term or long-term 
issue of the company has ever been outstanding to final maturity. 
In every instance GMAC has found it advisable to liquidate the debt 
and pay the prescribed call premiums. These circumstances render 
it particularly important that the company’s debt issues have optional 
prepayment provisions which prescribe very light call premiums. 

In the 1948 note issue the parties agreed that the debt could be called 
in whole or in part at any time, without premium, provided that total 
debt of the company fell to a specified level: 60 percent of the largest 
aggregate amount of all indebtedness (in the United States) out- 
standing after the date of the note agreement of $210 million, which- 
ever is higher. If these conditions did no tobtain, GMAC was privi- 
leged to call the issue at premiums that started at 3 percent of prin- 
cipal amount in 1948 and gradually declined to one fourth of 1 per- 
cent in 1959, 

IV. One advantage realized by corporate borrowers who use direct 
placement is a substantial saving in the cost of flotation. In the 1949 
Standard Oil Co. (New Jersey) financing, for example, expenses on 
the $75-million note issue which was placed directly amounted to 
0.12 percent of gross proceeds. Flotations costs on Standard Oil’s 
$150-million debenture issue offered publicly in July 1949 were 1.01 
percent of gross proceeds. f 

The investment banker’s commission is typically the largest single 
(lement of expense in the total cost of the flotation of a public offering. 
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In Continental Can Co.’s private financing the company was able to 
save $190,000 in this one item alone. The fee paid to the intermedi- 
ary in this case was $60,000 as compared to an underwriter’s fee of 
rs that would have been required had the issue been sold 
publicly. 

There are also opportunities for sizable savings in trustees’ fees, 
accounting fees, legal fees, and printing expenses if the issuer chooses 
private placement rather than public offering. 

In any discussion of private placements, the contention that the 
issuer can realize substantial savings in flotation costs by direct nego- 
tiation is often refuted by the argument that this advantage is more 
than offset by the higher interest rates which it is necessary to pay. 
The debate as to whether the issuer receives more for his securities in 
the public market or the private market continues without any pos- 
sibility of settlement. On the one hand, institutional investors state 
that they tend to negotiate on price within an area that represents the 
savings in flotation costs realized by direct financing. This argument 
is weak because it is seldom possible to tell accurately what an issue 
could be sold for publicly. Such a benchmark is certainly necessary 
if the parties are to establish a price that splits the savings realizable 
by direct negotiation. 

In support of the contention that prices obtained for public offer- 
ings are higher than those received for direct placements, examples 
can be cited where public-utility firms negotiated private deals, then 
applied for an exemption from competitive-biddin uirements 
and were refused. Subsequently these issues were otek ublicly, 
often at higher prices than institutional investors had poset to pay. 
The examples that are cited, however, all suffer from the fact that 
time lags between direct negotiations, and ultimate public offering 
bring changes in market conditions. 

To isolate the price factor and to debate the matter on this ground, 
however, is probably unrealistic because it fails to take into considera- 
tion that bargaining encompasses many areas beside price. 

An outstanding illustration of the importance of nonprice consid- | 
erations is the flotation in 1949 of $12 million 4-percent 15-year first- — 
mortgage and collateral trust bonds by the Colorado Fuel & Iron Corp. | 
As of June 1948, Colorado Fuel & Iron had outstanding $8 million 
of notes payable to banks and due in 1955. In addition, the company 
owed the War Assets Administration $1.65 million as the unpaid 
balance of the price of plant facilities it had purchased. In order to 
fund this debt on a long-term basis, Colorado Fuel & Iron approached 
institutional investors in the late summer of 1948. 

Colorado Fuel & Iron executives bargained first with the North- 
western Mutual and a group of New England insurance companies. 
Then they made a proposal of terms to the John Hancock Mutual Life 
Insurance Co. Not satisfied with these terms, the John Hancock exec- | 
utives made counterproposals which, however, were not acceptable to 
the issuer. The insurance company took the position that the security 
was an unseasoned one, that the earnings record had been quite spotty, — 
and therefore that restrictive covenants would be needed to improve 


the quality of the issue. — TO 
When negotiations with institutional investors failed to result in 


an agreement, Colorado Fuel & Iron executives decided to float the 
issue publicly with approximately the same provisions that the insur- 
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ance companies had refused to accept. Rating agencies gave the issue 
a Baa rating. Because the issue was therefore ——- for purchase 
by life companies under State laws, institutional investors purchased 
$10 million of the $12 million issue. John Hancock subscri for $2 
million of this issue and was alloted $1.25 million. 

The significant feature of these negotiations was that, while the 
price, the yield, and the maturity of the issue were agreed upon from 
the very beginning, every other condition was subjected to negotia- 
tion. ‘The insurance companies were opposed to a principal amount 
larger than $10 million, while the issuers wanted $12 million. In 
addition, the type of offering (debenture or first-mortgage bond), the 
size of the mandatory sinking fund, provisions for a contingent sink- 
ing fund, special redemption privileges, and dividend restrictions were 
ull terms that were actively negotiated by the parties. It is signifi- 
cant, too, that, even though the terms of the public offering were not 
acceptable to the insurance companies as a direct placement, the ad- 
vantage of having the issue rated was sufficiently great to overcome 
their objections to the terms. 

Hence, it seems reasonable to conclude that comparisons between 
prices received for — offerings and for comparable issues floated 
privately are inconclusive. A major reason for the invalidity of such 
a comparison is the importance in many cases of nonprice factors in 
negotiations. 

In summary, it may be stated that direct negotiation has offered 
corporate issuers and institutional investors substantial benefits. If 
the registration of these issues limits the ability of the parties to 
negotiate directly with each other, if it hampers the flexibility of 
this method of financing and adds to its costs, then these results 
should be measured against any benefits that might be obtained by 
amending present legislation. 

Mr. Hexzer. Professor, would you tell us the capacity in which 
you appear before us / 

Mr. Corey. Mr. Chairman, I am here in my own interest. I am 
the author of a book entitled “Direct Placement of Corporate Secur- 
ities.” I am very much interested in this topic. . When I heard your 
committee was having hearings, I wanted to appear before it. 

Mr. He.ier. Representing no interests whatsoever ? 

Mr. Corry. Exactly. 

Mr. Hetxer. Just from a student’s viewpoint ; is that correct ? 

Mr. Corey. Yes, sir. 

Mr. Heiter. How long have you been teaching at Harvard ? 

Mr. Corry. Four years. 

Mr. Heuier. I would like to call your attention to page 1 of your 
statement and ask you what do you mean by your statement that 
interpretations under section 4 (1) of the 1933 act in effect provide 
for full and fair disclosure of the character of direct placement even 
though such issues are not registered ? 

Mr. Corey. The meaning of public offering and the meaning of the 
Paayn, 200.10 pir ray for in section 4 (1) of the act has been in doubt 
fora period of time. I think SEC rulings and court decisions on this 
matter can now be interpreted to mean that if the purchaser is a skilled 
investor, if the circumstances surrounding a particular issue are such 
that full and fair disclosure of the terms of the issue seems assured, 
then the issue can qualify for exemption. 
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In keeping with the basic purposes of the Securities Act, it seems to 
me the inquiry in each instance focuses on the ability of the offeree to 
assure for himself that there is full and fair disclosure of all material 
facts. 

Let me quote here, if I may, from the recent decision that was handed 
down in the District Court of the Eastern District of Missouri. 

Mr. Heuer. Give us the citation now, please. 

Mr. Corey. It is 8S. F. C. v. Ralston Purina Vo. YT am reading from 
page 3 of my statement. 

Mr. Hetier. Was that a district court decision ? 

Mr. Corry. Yes. 

Mr. Hexter. Was there any appeal taken from that decision ? 

Mr. Corry. Not to my knowledge. 

Mr. Heiter. When was it decided? 

Mr. Corey. February of this year. 

Mr. Hetier. What does that case hold? 

Mr. Corey. In this particular instance an offering of stock was 
made by a company to 500 key employees. These employees repre- 
sented about 5 percent of the total number of employees. The court 
made this finding, and I am quoting only parts of it [reading | : 

The statute is designed to protect the investing public by providing full and 
fair disclosure and information as to the securities to be offered, which shall 
be available to the public and upon which it can base a decision as to purchase 
of stock offering. 

Mr. Hetrer. Isn’t that referring to the public offerings? 

Mr. Corry. Well, it seems to me the reference here is to a private 
offering. The court has concluded in this particular case that full and 
fair disclosure was provided for. The purpose of the act was met and, 
therefore, the issue can be qualified for exemption. 

Mr. Hetter. I seem to think that this particular case certainly has 
as the subject matter public offering. I would be very much surprised 
to hear it referred to as private placement. Do you have any facts 
in this case? 

Mr. Corry. Yes; I do. I have the entire decision with me here. 
| Reading: ] 

A corporation's offering of common stock to an estimated 500 key employees, 
or from 5 to 8 percent of the numbér of people in its employ, was held to 
be a private offering of securities under the terms of the Securities Act of 1933 
and exempt from registration requirements thereunder. 

Does that answer your question ? 

Mr. Hetier. There was a relationship there between the issuer and 
its employees ¢ 

Mr. Corzy. Yes; there was. The relationship it seemed to me was 
such as to insure full and fair disclosure, and that this is what the 
courts had in mind. 

Mr. Hetrer. This is a little different from the direct placements 
that we are talking about when the loan is made by the insurance 
company ¢ 

Mr. Corey. This is a private offering. 

Mr. Hetuer. It is private insofar as the employer and the em- 
ployees are concerned, but would you say that bears the same rela- 
tionship between an insurance company. 

Mr. Corry. No. I can see the difference you are pointing out. If 
500 key employees of a company, however, are considered by the court 





STUDY OF SECURITIES AND EXCHANGE COMMISSION 1095 


to be in a position to assure full and fair disclosure, then I think a 
logical extension of this idea is that insurance investors who are skilled 
analysts and who can negotiate with the issuer are certainly in a posi- 
tion to insure full and fair disclosure themselves. 

Mr. Bennetr. Was the decision founded on the fact that there was 
a full and fair disclosure of the securities to be offered, or was it on 
the basis that, regardless of the disclosure, it was not a public offering 
and, therefore, exempt because of the number of employees involved ¢ 
I have not read the decision. 

Mr. Corry. No. There may be a question there, Mr. Congressman. 
My own interpretation of it was that the relationship was such as to 
provide for a full and fair disclosure. 

Mr. Bennett. Did the SEC take an appeal? 

Mr. Corry. I said I did not know they had. 

Mr. Heiter. Mr. Andresen from the SEC is here. Do you know? 

Mr. Anpresen. The Commission has appealed from that decision. 

Mr. Hewtier. Professor Corey, also on page 1 of your statement 
you show three criteria used by the SEC and the courts in the deter- 
mination as to whether or not an issue was public or private. Is there 
not another criterion that is used, namely, the number of units that 
are being offered in the transaction / 

Mr. Corey. This is a criterion that was mentioned in the 1935 opin- 
ion of counsel, John J. Burns of the SEC. I will read here from Mr. 
Burns’ opinion : 

If the denominations of the units are such that only an insubstantial number 
of units is offered, presumably no public offering would be involved. But where 
many units are cffered in small denominations or are convertible into small 
denominations— 
and let me comment briefly on that. It is my understanding that in 
many private placements there are provisions for converting these 
issues into units of smaller denominations. As far as I know the SEC 
has not taken exception to any private placement on this ground. 
Therefore, it seems to me that this criterion has fallen into disuse. 

Mr. Heuer. In the case of the private placement of bonds, in what 
denominations are the bonds offered ¢ 

Mr. Corry. You mean originally ¢ 

Mr. Heiter. Yes. 

Mr. Corey. Well, the denomination in a private issue could con- 
ceivably be the entire amount of the issue, and you might provide in 
the terms of the issue that this unit would be convertible into units 
of $1,000 or some other figure at some future date. 

Mr. Heuer. In the case of a $5,000,000 loan, what would be the 
face value of individual bonds? 

Mr. Corey. That would depend upon how many participants there 
were and the size of the units each wished to have. I think that 
would be the primary determinant. 

Mr. Hexuier. Were you here yesterday ? 

Mr. Corey. I was. 

Mr. Heiier. And this morning? 

Mr. Corry. Yes, sir. 

Mr. Heiter. You have heard the previous witnesses testify ? 


Mr. Corry. I did. 


23578—52— pt. 2——-10 
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Mr Hetter. You have heard them testify to the effect that the regis- 
tration procedures are awfully complicated and time-consuming as 
well as costly to the borrowers. 

Now, Mr. McCormick, president of the New York Curb Exchange e 
and former SEC Commissioner, made a recommendation to this su 
committee at our public hearing in New York on March 10, 1952, in 
which he recommended a simplified and abbrieviated registration pro- 
cedure for the highest grade of corporate bonds. Are you familiar 
with that recommendation and suggestion which he made? 

Mr. Corey. I am. 

Mr. Hetier. We have his statement here. Would you care to read 
the statement before you comment on it, or are you prepared to make 
comment on that statement now ¢ 

Mr. Corry. I am prepared to make a comment on it. 

Mr. Heier. I will ask Mr. Layton to read the statement for the 


record, 
Mr. Layton (reading) : 


Since the passage of the Securities Act of 1933 many issues of the highest 
grade corporate bonds have been placed by issuers directly with large institu- 
tions, principally insurance companies. This has had the undesirable effect of 
depriving small investors, including the smaller banks and insurance companies, 
of the opportunity to purchase these bonds. In addition, small dealers who are 
not in a position to take part in the negotiation of such private financing have 
been entirely eliminated from the stream of distribution of these high-grade 
bonds. The Securities Act and the SEC have been widely criticized for the 
development of private placement. 

It is my belief that there is a simple way in which many of these issues could 
be channeled through the normal securities distributive machinery into the 
hands of small investors. 

The institutional type bond is so highly “margined” that there is no need to 
present to prospective investors all the data essential to an appraisal of equity 
securties or lower grade bonds. In other words, much of the information needed 
for proper appraisal of the junior securities of even the large well-known indus- 
trial leaders is not needed for the high-grade bonds, because the latter will not 
be affected by many business changes that inevitably have a direct and immediate 
impact on the value of the junior securities. 

I suggest, therefore, that the SEC be urged to use the authority granted it 
under sections 7, 10—particularly 10 (b) 2 and 10 (b) 4—and 19 (a) of the 
Securities Act to place bonds of institutional grade in a special classification 
which could be registered through the filing of an abbreviated registration 
statement and could be sold on the basis of a short offering circular. Registra- 
tion could be accomplished through the filing of a copy of the indenture, a speci- 
men of the bond, opinion of counsel as to the legality of the bonds, a copy of 
the underwriting contract, and a prospectus which would (1) state by whom 
orders will be executed; (2) identify the security, the issuer, its business, and 
the assets securing the security; (3) state the price of the security; (4) state 
the specific rate of return; (5) state the price at which, the conditions upon 
which, and the time when, the security may be redeemed or converted or 
erchanged; (6) state whether the security is listed or to be listed on any secu- 
rities exchange. This item could be optional: (7) State whether the security is 
a legal investment for savings banks, fiduciaries, insurance companies, or other 
similar investors under the laws of any State or Territory or the District of 
Columbia. This also could be optional: (8) State the extent to which the issuer 
has agreed to pay any tax with respect to the security. This item could be 
optional: (9) State the purpose of the issue; (10) state the underwriting spread ; 
and (11) furnish a recent condensed balance sheet—and I say condensed ad- 
visedly—and a summary of earnings for the last 10 years. 

The plan, in my opinion, provides clear benefits without sacrificing any infor- 
mation essential to an informed judgment. I wish to emphasize that the abbre- 
viation of the registration procedure is justified because of the position of the 
security in the structure of the company and not because a company is large 
and has been prosperous. 
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Mr. Hetxier. Would you be in favor of that abbreviated registration 
procedure for private placements ? 

Mr. Corey. I would be in favor of anything such as this that would 
relieve the issuer of a public offering of securities, of many of the 
inconveniences that are now associated with registration. There are 
a great many large companies that publish statements annually, who 
submit a great deal of information to regulatory agencies and organi- 
zations such as the New York Stock Exchange. 

Since this information is readily available, it seems to we it should 
be entirely in keeping with the spirit of the Securities Act to have 
such a proposal as this considered. 

Mr. Hetxer. If the registration procedure were simplified, you 
would be in favor of registering private placements? 

Mr. Corry. No; I did not say that. Let me comment briefly on that 
point. The proposal that was made here, Mr. Chairman, applies only 
to certain issues. It applies to the issues of large companies. There 
are a great many private placements that I presume would not qualify 
under this proposal and, therefore, could not use the short form of 
registration. 

fr. Hevter. Would you favor any registration of private place- 
ments if the registration procedure were simplified ? 

Mr. Corey. I would want to know what any registration procedure 
would do to the benefits that are now obtainable under the direct- 
negotiation procedure. I have listed in my memorandum what I think 
to be the four basic advantages of direct placement. To the extent 
that registration would detract from any of these advantages, it 
becomes less advisable. If registration could be designed so that it 
would not destroy any of these benefits of direct negotiation, then I 
see no reason against it. 

Mr. Hetier. How do you feel on the question as to whether they 
ought to be registered in the event there is a resale ? 

Mr. Corry. Well, we have heard considerable testimony on that. 
There is no need of my going over the points that have already been 
mentioned, 

It has already been indicated that there is little likelihood in the 
foreseeable future of there being a great volume of privately placed 
issues resold. The complexities of getting a registration statement 
from an issuer several years after the issue was sold privately has also 
been pointed out. Finally it was mentioned that sales of direct place- 
ments would probably be made to other institutional investors and not 
to investors in the public market. I can only add one or two further 
thoughts. 

It seems to me that there might be some practical difficulties con- 
nected with the proposal that an insurance company register at the 
time of original purchase those directly placed issues which it might 
want to sell ata later date. If I were an insurance company investment 
officer, I would not know what issues I wanted to sell 10 years from now. 

Secondly, if I were an insurance company investment officer and I 
thought that requiring a registration statement from a particular issuer 
was going to mean a great inconvenience to him and might conceivably 
mean that negotiations would fail, I think I would hesitate to ask for 
a registration statement. 

Finally, let me bring up this other point: The State insurance com- 
missions require that the securities of life-insurance companies be 
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salable. If you were to require that issues which were not registered 
could not be sold publicly that would mean that you were apn the 
salability of these issues. I recognize that these issues could 

sold to other institutional investors, but I don’t believe that tied 
insurance commissions would view favorably the restriction with re- 
gard to public sale. 

Mr. Bennetr. Do you believe there would be no harm done by a 
large public sale of securities ? 

Mr. Corey. C ongressman, I can think of only two circumstances 
under which this might take place. If at some future date insurance 
companies might need a great deal of money, they might want to sell a 
lot of their private placements. 

As far back as I have been able to trace, at least for the past 60 
years, insurance companies have constantly received more in income 
each year than they have disbursed. Insurance company assets are 
increasing at the rate of $4 billion a year. This means I think that 
there is little possibility in the foreseeable future of insurance com- 
panies having to sell their investments in order to obtain cash. 

The second possibility might be this, and I think it is a possibility 
that some people may have in mind: Some of these issues may de- 
teriorate considerably in value and insurance companies may sell them 
in the public market to get rid of them. I do not work for an insur- 
ance company and I think I can make this remark safely: large insti- 
tutional investors, holding the large amounts of direct placements 
that they have purchased in the past 5 or 6 years, could not as a matter 
of public relations or as a matter of responsibility, it seems to me, 
dump on the market sour issues that were not wanted and conceal the 
fact that the securities have deteriorated. Such action would certainly 
arouse the antagonism of men such as yourself, of regulatory bodies, 
and of the public. 

Mr. Bennerr. If you get into a declining market and it became 
a matter of the survival of the company itself, or it became a matter 
of good business to dispose of an issue, I assume that the officials 
of the insurance company would have the concern of their own policy- 
holders and their own interests in mind ahead of the interests of the 
public generally. Without any cirticism of them, I do not see that 
there would be anything dishonest, immoral, or illegal about their dis- 
posing of securities that were no longer advantageous or desirable in 
their portfolio. I am not talking about a question of misrepresenta- 
tion; | am talking about the question of peddling to the public. Maybe. 
we are seeing bogeymen when we talk about this thing certainly at this 
moment, but we may not always have this productivity that we have 
today. If we get a declining market, I am wondering what the situa- 
tion would then be if there were no restrictions on the sale of these 
privately placed securities. 

Do you think that would be a healthy situation in view of our 
policy here for years of trying to give the public the benefit of all 
possible information by registration ? 

Mr. Corry. Congressman, I think that is a situation that certainly 
should be anticipated. On the other hand, I have no easy solution or 
pat answer to take care of it. It seems to me that if we run into a 
depression and security values deteriorate considerably, the life com- 
panies are the only investors that I know of that can afford to carry 
these securities through a long period of time. 
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If it becomes a question of selling the securities, then I think the 
situation is pretty much the same as the sale of securities that have 
been floated publicly in this same period. Registration of an issue at 
the present time does not guarantee the buyer of that bond 10 years 
hence that the issue is a sound one and that he is getting his money’s 
worth. 

Mr. Bennerr. Do you have any suggestions as to how registration 
procedure generally can be simplified and the cost of it reduced ¢ 

Mr. Corry. I have no suggestions myself. I think the suggestion 
that was made by Mr. McCormick is an excellent one. 

Mr. Bennett. That is confined to a narrow field. We had a witness 
here yesterday who testified that the cost of registration of a $600,000 
issue were something around $25,000. 

Mr. Corry. I know of no way those costs could be reduced. They 
include legal fees, accounting expenses, and printing expenses. If as 
much information continues to be required as has been required by the 
SEC, then I see no way of avoiding these costs. 

Mr. Bennerr. He gave a comparison as to the relative cost of pro- 
ducing the same information for the Prudential Life Insurance Co. 
and it was about one-third the cost. If the life insurance company 
is getting the same information that the public is getting in the 
registration statement, why should it cost so much more to register? 

Mr. Corry. I think you can take these expenses one by one and in 
each case show the reasons for their being so large. I have some 
figures here for the Idaho Power Co. on a flotation of a $12,000,000 
bond issue in November of 1949. 

Speaking not of the underwriting spread but of the other expenses, 
these figures show the following comparisons between the actual costs 
of private sale and the estimated cost of flotation by competitive 
bidding: The Securities and Exchange registration fee was nothing 
for a direct placement, $1,200 for a public offering. Going down to 
differences in cost, the printing and engraving costs in connection with 
the competitive bid issue was in the neighborhood of $11,000. The 
printing and engraving expenses involved in a private sale were listed 
on this statement as nothing. 

This is simply a matter of not needing anywhere near as many dif- 
ferent. statements, of not having to go through as many drafts of a 
registration statement and a prospectus. Companies go through a 
great many revisions of a registration statement prior to preparing a 
final one. 

Counsel fees and expenses were $6,000 in the private sale and were 
estimated at $10,000 for a public sale. 

Mr. Bennetr. You were talking about printing costs. That is a 
relatively small item. What disturbs me is why there should be dis- 
parity in the cost of getting together the same information. That is 
about what it amounts to essentially. We have been told here by the 
insurance companies they get more information concerning a company 
than does the SEC in its registration. If the figures given to us by 
this witness yesterday are correct, and I have no reason to doubt them, 
you had three times the cost for getting together the same information. 

Have you made any studies on that ? 

Mr. Corey. Yes. 

Mr. Bennerr. What is the reason for it? 
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Mr. Corry. I think these expenses are additions of printing fees, 
counsel fees, and accounting fees, all of which add up considerably. 
But the greatest expense is the underwriters’ spread. 

Mr. Bennerr. In regard to the SEC and the procedures that they 
require, it gets to be so costly that it scares everybody who is thinking 
of doing any public financing. 

Mr. Corey. I think it certainly is one factor. 

Mr. Bennetr. Do you think there is anything that can be done? 
Can Congress do anything to see that the public gets the information ? 
In other words, that the registration statement contain essential in- 
formation with a minimum of cost involved in getting it into proper 
shape. 

Mr. Corry. I believe it could be done. Although I cannot suggest 
5 tray ways in which those cost savings can be accomplished, I think 
if the SEC were to look into all of these cost categories, they might 
easily find ways of trimming down the expense to the issuing corpora- 
tion. I do not think it is impossible. 

Mr. Bennett. It seems to me that would be an interesting subject 
for you to look into because it is obviously one that disturbs the person 
that has to do the financing and particularly the smaller company. 

Mr. Corry. That is true. I think, however, that the major expense 
is the underwriting spread. This is a great deterrent to flotation 
through public offering. 

Mr. Bennett. But it is contended that the underwriting fees for the 
most part are offset by the advantage the company would get in a better 
interest rate by public offering. 

Mr. Corry. I would disagree with that. 

Mr. Bennett. Do you find there is sufficient advantage to absorb 
these underwriting costs by public offering? 

Mr. Corry. There are two advantages. I think under certain cir- 
cumstances companies feel they can get better prices for their secu- 
rities in a public market at a certain time and under those circum- 
stances they are willing to incur the increased costs of a public offering. 

The second advantage is the improved public relations the company 
might realize out of having its securities spread widely. A particular 
case in point, I think, is the Standard Oil (New Jersey) issue of July 
1949. The company floated an issue of $150 million in debentures. 
It was floated publicly for the two reasons I have mentioned. The 
issue was sold in 31 States, the District of Columbia, and Canada, and 
it was floated at a rate the company might not have been able to get 
had it tried to sell the same issue to the insurance companies. 

Mr. Bennett. Have you made any study as to the advantages the 
company gets in periods of declining markets in being able to go in 
and buy up their own securities at a reduced figure? 

Mr. Corry. This is a very dubious advantage of a public offering. 
I know of some company managements that take this position. Even 
though our investment bankers advise us to float our issues publicly 
so that we might be able to buy them back at a lower price, we do not 
fee] as though we want to put ourselves in the position of making 
money by selling securities at $1,000 and buying them back at $900. 

Mr. Hetier. You just used the word “we.” Whom are you 
referring to? 

Mr. Corey. In what connection did I say that? 
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Mr. Hetzer. In the last answer to Mr. Bennett’s question. Then 
you continued to give your answer. To whom are you referring? 

Mr. Corey. My statement refers to the members of management. 

Mr. Bennett. The fact is, however, that back in the 1930’s consid- 
erable money was made or saved by corporations in buying their own 
securities, those that had cash to do so at attractive reduced rates. 

Have you looked into that subject at all? 

Mr. Corey. Not to any great extent. I know it was done, but at 
the same time if you are a’ large company and are putting issues on 
the market, I don’t think you want to be in the position initially of 
saying, “We would like to put these on the market, and then buy 
them back at a loss to the people that purchased them from us.” 

Mr. Bennerr. There is no obligation on the part of anybody to sell. 
I assume there is nothing immoral or unethical about such an ar- 
rangement. It is economic conditions generally that bring the de- 
cline usually. 

Mr. Heiter. Would you say that one of the reasons for direct 
placements rather than public offerings of a debt security is a desire 
to avoid qualification of the indenture under the Trust Indenture 
Act? 

Mr. Corry. Yes. I think so, because I think there are some expenses 
that ean be saved thereby. This is the only reason I would know of 
avoiding qualification under the Trust Indenture Act. 

Mr. Hetier. Then would you not feel in the event of a resale by 
an insurance company to the public that the public ought to have pro- 
tection of that Trust Indenture Act and its requirements as to duties 
of trustees, and so forth ? 

Mr. Corey. I cannot answer that because I do not know what the 
law is on that matter. I do not know whether, on resale, the security 
might have to be qualified under the Trust Indenture Act. 

Mr. Heiter. Do you feel that the trend in direct placements which 
today represents about 60 percent of all corporate bond offerings is a 
healthy situation for the Nation? 

Mr. Corry. Can I answer that by saying I think it is not un- 
healthy? It has benefited both issuers and lenders. I see no harm 
in having private placements in the hands of large institutional in- 
vestors. To the extent that direct negotiation has channel funds into 
useful purposes, I think it has been quite healthy. 

Mr. Heiter. What would be your answer if we were to suppose 
that they would absorb the entire bond market ? 

Mr. Corry. I do not think there is any likelihod of private place- 
ments absorbing the entire bond market. The very fact that today 
issuers exercise a choice between public offering and private place- 
ment indicates that there are still many advantages in going to pub- 
lic offering. So the possibility that all securities will eventually be 
floated privately is very remote. 

Mr. ape From what the record shows in the past 5 or 6 years 
would you not say they are making strides toward that direction ? 

Mr. Corry. Private placements have increased. How much more 
they will increase is very difficult to tell. It depends to a large ex- 
tent on whether public utility and railroad regulatory commissions 
are going to allow more issues to go to private placement than they 
have in the past. There does not seem to be a trend in that direc- 
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_ tion, even though the bulk of industrial issues are now being placed 
directly. 

Mr. Heuer. I think from page 6 to page 8 of your statement you 
talk of advantages of direct negotiation. Would you be good enough 
to tell us the source of your statement as to the reason that the Stand- 
ard Oil Co. of New Jersey did not make a public offering in 1949? 

I think you also discussed the Continental Can Co. Please tell us 
the source of your information on that. 

Mr. Corry. My information on the Standard Oil Co. case came 
from members of management and a member of the board of directors 
of the Standard Oil Co. (New Jersey). It also came from members 
of Morgan, Stanley and from representatives of the John Hancock 
Mutual Life Insurance Co. 

My information on the Continental Can case came from members 
of management of Continental Can and from members of Goldman, 
Sachs. 

Mr. Heuer. Also on page 4 you referred to a Supreme Court 
decision in the Halsey Stuart case. Is that the Longview case ? 

Mr. Corey. Yes, it is. 

Mr. Heuter. I am not sure that I fully understand your reference 
on page 4 of your statement 'to the protection afforded investors in 
nonregistered securities by sections 12 and 17 of the act. You refer 
to this Supreme Court decision in 1941 wherein agents of Halsey 
Stuart did not correctly represent certain Longview development 
bonds; is that correct ? 

Mr. Corey. Yes. 

Mr. Hetier. Or its guarantor Long Bell Lumber Co. to the Equi- 
table Life Insurance Co. which purchased the bonds; is that correct ¢ 

Mr. Corry. Yes, sir. 

Mr. Heuer. Do you imply that life-insurance companies have any 
recourse to the investment bankers who may act as agents in these 
private placements ? 

Mr. Corry. No, I do not think so. 

Mr. Heuuer. Do you wish to leave the impression these agents have 
any liability under the Securities Act? 

Mr. Corry. These agents represent the issuer in many instances. 
This is a legal point and I am not sure about it. My impression is 
that because the agent represents the issuer, the ultimate responsibility 
may fall on the issuer. Let me say again, however, I am not sure about 
that. 

Mr. Hettier. This is your own interpretation of these sections? 

Mr. Corey. 12 and 17? 

Mr. Heuer. Yes. 

Mr. Corry. Yes. 

Mr. Heiter. Of course, you appreciate that there is no liability 

against the accountants who certify the financial statements on which 
the life companies rel'y, where there is a private placement / 

Mr. Corey. I realize that. 

Mr. Bennett. What do you think would happen if Congress did 
require registration of all securities, whether privately placed or not? 

Mr. Corey. Happen in which way? Do you mean with regard to 
the distribution of securities ? 

Mr. Bennerr. What would the effect be upon the manner in which 
these transactions are handled ? 
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Mr. Corey. I think that registration would not affect the volume of 
security issues appreciably. Issuers would go to the expense and 
inconvenience of registration and these issues would be sold through 
investment bankers probably in many more cases than they are now. 
On being sold through investment bankers they would probably still 
go into the portfolios of the insurance companies and other institu- 
tional investors because there is where the greatest need exists and 
the largest market is. 

Mr. Bennetr. You would not necessarily have to have underwriters 
in the picture; would you? The mere fact you require registration 
would not mean that ? 

Mr. Corry. Not necessarily. Private placements would not require 
underwriters. 

Mr. Bennerr. The underwriters hope it would not ¢ 

Mr. Corry. Yes. : 

Mr. Bennerr. What really would be involved is the interference 
by Congress into what has heretofore been regarded as purely private 
transactions between two parties where the public generally is not 
concerned ; is that right? 

Mr. Corry. In all of the discussion of registration we have had 
today and yesterday I have yet to hear anybody say exactly what the 
registration of direct placements would involve, I don’t know what 
such a requirement would mean. Would it mean, for example, that a 
corporate issuer could not talk to insurance company executives and 
work out the terms of an issue? Would it mean the issuer would have 
to work out the terms of an issue by himself and then cffer it to the 
insurance company!’ Would it mean that the borrower could negoti- 
ate a deal with the insurance company just as he might now and after 
the entire deal is consummated, register the issue with the SEC? 
These are different things. 

Mr. Bennett. Suppose it was the way you just said. Suppose the 
registration requirement were merely required after the deal was con- 
summated where it would have no interference on private negotia- 
tions either before or after registration. 

Mr. Corey. And all the terms of the security issue could be worked 
out, including price, between the two parties prior to registration ? 

If this were the case, then I would expect little change in the pro- 
portion of total security flotations being placed directly. However, 
the issuer would be faced with the costs that are now involved in 
registration. 

Mr. Bennett. In other words, if the registration requirement were 
made without putting any additional restrictions on private place- 
ments that do not exist today, would there be any real harm done 
except the requirement of paying the registration costs ? 

Mr. Corey. At this moment I cannot think of any harm. 

Mr. Bennetr. So if we can get the registration cost down and the 
procedure simplified, it would probably not be a very controversial 
question; would it? 

Mr. Corey. No. 

Mr. Heuer. Professor, I have one more question. 

As I understand your testimony you see nothing but great advan- 
tages in the private placement transactions; is that correct? Is that 
a fair statement to make? 





1104 sTUDY OF SECURITIES AND EXCHANGE COMMISSION 


Mr. Corry. You say nothing but great advantages. In my study 
of direct placement I have mentioned one or two disadvantages, It 
may be a disadvantage to the issuer to have a security with a limited 
number of holders instead of with a great many investors in the public 
market. 

Ma. Heiter. You see no other disadvantage, though; is that cor- 
rect ! 

Mr. Corry. There is the question of distribution. Direct place- 
ments tend to go to the large insurance companies, and that is a con- 
sideration that has been raised in the past in criticism of private place- 
ment. Would you care to have me comment on that? 

Mr. Heuxer. In the book you were good enough to give me I can- 
not seem to find anything which would call to my attention any dis- 
advantages of direct placement, I have not read it thoroughly. 

Mr. Corry. My book mentions disadvantages. So I would not 
want to go on record as saying these were no disadvantages to direct 
placement. 

Mr. Bennetr (presiding). Unless there are further questions, 
thank you very much. 

Mr. Corey. Thank you. I appreciate having had the opportunity 
to appear before this committee. 

Mr. Bennett. Is Mr. Leroy here? Do you have a statement or let- 
ter you wish to read?’ 


STATEMENT OF PAUL E. H. LEROY, VICE PRESIDENT, THE 
GOODYEAR TIRE & RUBBER CO., AKRON, OHIO 


Mr. Leroy. With your permission I will read the letter I have al- 
ready addressed to Chairman Heller. 

Mr. Bennert. You may proceed. 

Mr. Leroy. I am Paul E. H. Leroy, member of the executive com- 
mittee of the board of directors and the financial vice president of the 
Goodyear Tire & Rubber Co. I am appearing here of my own volition. 
We are large users of private placement financing. When I heard of 
your interest in the matter, I wrote Chairman Heller describing our 
views in the matter. He was good enough to invite me to appear. 
We have an interest in it because we have found it a very advantageous 
method of financing our business. 

I will read from the letter I wrote the chairman which covers our 
viewpoint rather fully. 

We have used the private placement method for some years and now 
have outstanding $193,501,000 unsecured notes so placed with insur- 
ance companies. You may be interested in our reasons for private 
placement and our experience with this method of long-term corpo- 
rate financing over the past dozen years. 

Probably the outstanding consideration favoring private placement 
is the extreme flexibility which results. An indenture once drawn in 
connection with securities to be publicly placed can be changed only 
by retiring the relative debt, usually at a premium of several points. 
Once the securities are distributed in unregistered form, there is no 
other means of effecting any necessary change in the instrument. 
Modern business is not static. We have found, particularly during 
the war years, numerous occasions to amend and change our debt ar- 
rangement, particularly with reference to the war activities in which 
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the company engaged. When these questions arose, it was a simple 
matter to address the three or four insurance companies holding our 
debt with an appropriate explanation and receiving from them but 
a simple letter of agreement to so amend the instrument. 

Another feature is that of expense. We are persuaded that this 
form of financing has been very much less costly than the public form 
previously used. We have found large private lenders willing to pat- 
tern the agreements to the company’s needs, including provision for 
retirement without premium. With the initial purchase also at par 
none of the usual discount and premium appears and our cost is limited 
to the interest rate agreed upon, which in our experience has always 
been the going rate, plus small incidental expense. Indeed, on one 
occasion, when the money market fell below the rate at which we had 
previously issued these securities, the holders voluntarily agreed to 
reduce the raté to the new low market. 

Another important consideration favoring private placement is 
availability of funds. In a private placement transaction the com- 
pany is dealing with principals who have the money as opposed to 
underwriting houses who undertake to find the sam IE ie 8 they 
will not do if in their opinion the public for the time being is not 
receptive. 

Banking houses do not, or cannot, engage firmly until registration 
of the proposed issue has been completed, so that in a refunding opera- 
tion where existing securities are to be retired in place of possibly a 
larger issue on different terms, the company is confronted with the 

uestion of paying duplicate interest for a period until it is certain 
the new funds will be forthcoming and it can prudently call the exist- 
ing securities. A possible parallel is offered by two methods available 
for short-term corporate financing. We can place commercial paper 
in negotiable form through a commercial paper house specializing in 
this form of borrowing, which in turn retails it to many banks and 
institutional investors interested in short-term paper, or we can go 
directly to a number of banks large enough to purchase the entire 
amount. The commercial paper house does not have sufficient capital 
of its own to purchase the amounts we require from time to time and 
the result of that operation is therefore dependent on the willingness 
of the many small investors to purchase. The availability of the funds 
and all related features of time, rate, and so forth, are on the other 
hand immediately and finally determinable by contact with two or 
three banks large enough to command the required funds. 

This latter feature stresses advantages for large companies but in- 
quiries we have had from relatively small suppliers from time to time 
and lists we have seen issued by underwriting houses of the private 
placements they have effected for a commission, indicate that small 
companies as well as large appreciate the advantageous features of 
private placement, which include dealing with principals, knowing 
definitely that the funds will be available at a given time, lower net 
cost, and an opportunity to renegotiate any covenants of the surround- 
ing agreements which later developments of the business indicate 
should be changed. 

Opposed to these marked advantages we have heard of only one 
counterargument favoring public financing, which is that low-rate 
securities issued to the public are likely during their long life to sell 
at marked discounts as money may from time to time rise, thus offer- 
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ing the issuer an opportunity to repurchase his debt at a discount and 
that the saving thus effected more than offsets the advantages of pri- 
vate placement. As a practical matter, and aside from any moral 
considerations involved, we do not believe corporations very often 
avail themselves of this situation. The very trade or financial condi- 
tions that have caused their senior securities to sell at a discount also 
tend to make them cautious and disinclined to prepay long-term 
obligations. 

I may not have given you sufficient background. Our company is 
one of the very large employers in the United States. We have some 
85,000 employees in the United States and another 20,000 to 22,000 
abroad. We have 21 active manufacturing plants in the United States 
and 16 outside the United States. 

Our total payroll probably exceeds 120,000 persons. We have 45,000 
shareholders, none of whom own more than 2 percent of the outstand- 
ing equity stock. We are a wholly public company growing from 
within. 

Our sales last year exceeded $1,100 million. Our borrowings have 
been, since the last war, in terms of $100 million each in unsecured 20- 
year promissory notes. We are, in other words, in that rather limited 
group of concerns which are of undoubted credit. I have heard your 
discussion dealing with the question of whether or not registration 
should precede even private placement. Well, that would offer no 
problem to the companies in the class of Goodyear. But it seems to 
me it would really seriously handicap the smaller companies. We can 
go down to the public or private route. We can register or semiregister 
and get over the hump. We are big enough. 


The relative expense is, of course, in favor of the private placement 
but that is not the final criteria of the matter. The suggestion is that 
private placement be handicapped by some form of regulation which 
In my opinion, based on considerable experience, is quite unnecessary. 
We are merely putting in front of borrowers a difficult hill because of 


the cost and delay, and to expose the use of competitive secrets which 
is sometimes involved in registration would offer real obstacles to the 
small-business man. I am not here to argue for the small-business 
man, but I do wish to offer for your conisderation the proposition 
that what we are thinking of here is not patricularly adverse to the 
big companies but would be harmful to the small borrowers. 

Mr. Bennett. Registration would not change your method or 
policies ¢ 

Mr. Leroy. It would be more awkward. It would slow us down. I 
would not close as quickly and as firmly and as promptly as I do now. 

Mr. Bennett. Does Goodyear have securities sold to the public ? 

Mr. Leroy. We have common, preferred, and debt. The common, 
debt, and preferred were sold to the public years ago. There is 
nothing issued in recent years, save the outstanding domestic debt, 
all sold through private placement. In 1950, 2 years ago, I found 
our Australian company could be best accommodated by a sale of 
long-term debt to a local insurance company on very much the same 
pattern we follow here. The money market there was not suitable to 
a public offering. An insurance company was well armed with funds 
and was able to take care of our requirements. 

Mr. Bennett. I think the committee recognizes that with respect 
to the registration of direct placements, particularly where there is to 
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be a resale of the securities to the public, there is a difference between 
securities of the larger corporations whose statements are on file with 
SEC and who have securities in the hands of the public already as 
compared with the smaller corporation which has no securities sold 
to the public. I think there is a justifiable fear that if the resale of 
securities privately placed became quite general there might be a need 
for registration because of the very things you have mentioned. The 
smaller companies, even though it might result in some additional cost, 
are not well known to the investment public. To permit the resale of 
their securities without registration, if that practice became general, 
might in effect get around the protection that Congress intended to 
give the public in the original act. 

Mr. Leroy. If I understand you correctly, your thought is that if 
even a small company’s offering were registered at the time of sale in 
private placement, in the event of the later offering by the insurance 
company of those securities to the public that registration would be 
of value? 

Mr. Bennerr. It would be of as much value as the registration in 
any case, 

Mr. Leroy. Not as a practical matter. Business is not static. A 
registration statement of several years age is of little value. Indeed, 
it might be misleading. 

The securities have reached the public. You have done what you 
could to protect the public. You are now throwing your mind for- 
ward to the yroposition that the insurance company holds the security 
for a period of years and then offers it to the public. Again on a 
practical basis that is quite impossible. When the insurance companies 
get to the point of having to sell their very large holdings, there is no 
market. The stock exchanges would be closed. There would be a 
moratorium. We would be in desperate straits because they hold such 
a volume of the outstanding securities of the Nation that when they 
reach the point of selling, then we are indeed in critical state. No 
prior regulation is going to be able to foresee or deal with that. 

Mr. Bennett. Not if you were to assume a situation where the 
insurance companies were going to unload their whole portfolio. I 
meant where for one reason or another they thought it advantageous 
to change their portfolios and the practice grew up of reselling. 

Mr. Leroy. Whom are they going to sell to? 

Mr. Bennett. I assume if they were going to sell to the public, 
they would distribute it to the usual channels. 

Mr. Leroy. Through an underwriting house ¢ 

Mr. Bennett. Dealers and brokers. 

Mr. Leroy. Who would be very careful to protect their reputation. 
If that insurance company wanted to sell, it is subject to extreme ques- 
tion and certainly requiring at least new registration or the equivalent 
thereof. 

Mr. Bennett. That may be true. I am not committed to the neces- 
sity for either the registration of these securities or to the time they 
should be registered, if they should be registered. 

I am a little apprehensive about the right of any person to resell 
to the public securities which have not had SEC registration. That 
is what the situation is. 

Mr. Leroy. Give that what value we like at the current time the 
securities are created. It rapidly loses significance. I see no more 
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point to requiring a company to register at the time of a private place- 
ment than requiring a bank to secure registration before they lend us 
money. It means no more. It does not mean anything at all to the 
Government as such until the public may be brought into it. 

We must assume that the bank and the insurance company are well 
qualified to measure, evaluate their own purchases. Probably they are 
staffed much as the SEC is and are vane sh competent to evaluate their 
investments. When you allow a passage of several years and then 

ropose to sell on the basis of that prior registration, I think it would 
fa definitely harmful more so than helpful. It might be misleading. 

In a case like ourselves where the insurance companies buy in units 
of 50 or 100 million dollars of our securities, they take from us an 
agreement we will apply for registration when and if they get ready 
to offer them in the market. We do not agree that the SEC will ap- 
prove, but we will apply. In such large units it is conceivable they 
might want tomake an offering. Ithink they do that simply to satisfy 
the insurance commissioners who fT understand are an extremely tight 
regulatory body. Since the Hughes investigation of the New York 
companies, the insurance companies’ portfolios have been extremely 
well managed. They at least have the language there which is per- 
suasive of intent. 

Mr. Bennerr. You believe that requiring this registration would 
seriously hamper small companies in their financing? 

Mr. Leroy. It would be objectionable to me but I would get over it. 
I would foresee I would not be able to get a price as promptly as I can 
now. We could suffer that probably. The insurance companies’ in- 
terest in private placement has been a very beneficial influence in the 
capital growth of the United States. It has for the first time offered 
the relatively small company a means of getting long-term capital 
which has never before existed. Probably the insurance companies 
started with the big fellows, but they moved down to little fellows. I 
have seen lists of private placements that to me contain small amounts, 
individual companies, companies you and I never heard of or dealt 
with. Where else would they get 20- and 25-year money on anything 
like those terms? Nowhere heretofore. . 

There are certainly plenty of things that require Government regu- 
lation, but let’s not have it where we do not need it. 

Mr. Bennerr. They can still get the money. 

Mr. Leroy. At a price. 

Mr. Bennerr. The main impediment would be the cost? 

Mr. Leroy. That is the difference between doing business and not 
doing business. 

Mr. Bennerr. The registration costs would not in an ordinary case 
be prohibitive ? 

Mr. Leroy. I was not talking of the registration costs. I was think- 
ing of the cost of the money. The little fellow before the insurance 
companies entered into the capital field, if I could borrow 5, he had 
to pay 10. Today if I can borrow five, he can get it for six anyway. 
It has had a very leveling and constructive influence. 

I do believe that your committee is unduly concerned with the pos- 
sibility of resale by the insurance companies because it is a thorough] 
impractical consideration. There just is not any market at the point 
they want to sell. 

Mr. Hetier (presiding). Thank you very much, Mr. Leroy. 

Mr. McFarlin. 
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STATEMENT OF CLYDE McFARLIN, PRESIDENT, MONTEZUMA 
MUTUAL TELEPHONE CO., MONTEZUMA, IOWA 


Mr. McFarurn. Mr. Chairman and gentlemen of the committee, 
I have a statement here that I would like to file for the record. 
(The statement referred to is as follows:) 


STATEMENT oF CYLDE MCFARLIN, PRESIDENT, MONTEZUMA MUTUAL TELEPHONE Co., 
MONTEZUMA, Lowa 


My name is Clyde McFarlin, and I live in Montezuma, Iowa. I am the presi- 
dent and manager of the Montezuma Mutual Telephone Co., a small locally 
owned independent telephone company, and I appear in behalf of this company. 

I was one of the organizers of this company 34 years ago, and have been ac- 
tively connected with its operation since its beginning. I have been a director 
of the Iowa Independent ‘Telephone Association for 14 years, and have served 
2 years as president of the organization. By reason of this experience I am 
generally familiar with the operation of the independent telephone industry in 
the State of lowa, and have some knowledge of the operation of the independent 
segment of the telephone industry in the surrounding States. 

The independent segment of the telephone industry is composd of about 5,400 
companies, which serve approximately 11,000 communities. The independent 
companies serve about two-thirds of the area of the country. While a few large 
cities are served by independent companies, generally these companies operate in 
smaller cities and towns, and particularly rural areas. 

Most of these companies are very small. There are 583 companies which serve 
less than 50 telephones; 1,724 companies which have more than 50 telephones, 
but less than 150 telephones ; $77 companies having more than 150, but less than 
250 tele; hones. Thus of the 5,435 independently operated telephone companies 
there are 3,284 companies having less than 250 telephones, and 4,458 companies 
or about 82 percent of the total number of independent companies having less 
than 550 telephones. 

In order that you may understand just how small these companies are, I have 
annexed a table in which the companies are divided into size brackets. This 
table, graphically, demonstrates that the independent telephone industry is small 
business. You will especially note, from this table, that there are only 102 in- 
dependently owned telephone companies which have over 10,000 stations. A 
great majority of these companies are locally owned, and in most cases the cus- 
tomers of the company are the stockholders who own them. Any financing done 
by the companies is usually done locally. However, due to the fact that the 
telephone industry, generally, has been going through a period of the greatest 
expansion in its industry in postwar years, some of these companies have secured 
the necessary financing for expansion from insurance companies, banks, and 
other lending institutions. Many of the telephone supply companies serving 
the independent telephone industry have set up subsidiary companies which fi- 
nance the cost of expansion and the improvement of the plant of the industry. 

Particular emphasis has been placed, in this postwar period, upon the improve- 
ment of rural telephone service by the telephone companies, Tremendous sums 
have been spent in building new plant, to improve existing service and give new 
service to the farmers of the Nation. Far greater sums will be spent in the next 
5 years for the purpose of improving and enlarging rural telephone service, 
unless the outbreak of war, shortage of material, lack of financing, or unwise 
legislation should impede or stop this program . The independent telephone in- 
dustry, and particularly the small units, view with alarm any proposal which 
would require the financing of these companies to be done through public offer- 
ing, rather than through private placement, and particularly the suggestion 
that the $300,000 exemption now existing in the SEC Act of 1933, be repealed. 

The small companies of the independent telephone industry oppose this pro- 
posal for the following reasons: 

1. Such an amendment would not be in the public interest. 

2. It would make the cost of financing small telephone companies prohibitive. 

3. It would greatly increase the length of time required in financing such 
companies. 

4. It would destroy present entities and require consolidation or absorption 
by the large companies. 

5. It would increase the cost of telephone service in small towns and rural 
areas, 
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I, SUCH AN AMENDMENT WOULD NOT BE IN THE PUBLIC INTEREST 


There would be no reduction in the cost of money to small telephone com- 
panies if they were required to make public offerings of their financing. Natu- 
rally, these small telephone companies have to pay a higher rate of interest than 
larger corporations, because of greater risk. However, small telephone com- 
panies have been securing very reasonable rates of interest in the past 3 or 4 
years. 

Our State association has prepared a list of representative telephone com- 
panies which have done financing in the past 3 or 4 years. For your informa- 
tion, a detailed survey of the financing done, the amount theerof, the cost of 
financing and the circumstances under which the financing was done is attached 
to this statement. This summary discloses that these companies secured their 
financing at rates ranging from 4 to 6 percent. In most cases preferred stock 
issues carrying 4 percent dividend have been sold locally and money has been 
borrowed at rates ranging from 4 to 6 percent. This certainly compares very 
favorably with the cost of financing of the Bell System whose last debentures 
have been sold to yield 3% percent, and the stock to yield about 7 percent. 

Small local independent telephone companies must, of necessity, do their 
financing either locally or in the general area in which they operate. It must be 
evident to your committee that these telephone companies in Iowa which did 
their financing by direct placement would not have been able to secure a lower, 
or as low a rate of interest if they had been required to place these issues by 
public offering. 

There is no evidence that cne public is suffering any loss by the reason of 
placement of financing by telephone companies privately, rather than by public 
offering. In practically all States the issuance of public utility securities is 
under the supervision of public utility commissions, both as to the amount of 
securities that can be issued and the rate of interest to be paid thereon. 

All evidence points to the conclusion that this control by the Commission pro- 
tects both the companies and stockholders, the subsecribers and the public. It 
would therefore seem that no useful purpose would be served by requiring small 
utility companies to register their securities and offer them to the public. 


It. IT WOULD MAKE THE COST OF FINANCING SMALL TELEPHONE COMPANIES 
PROHIBITIVE 


From the exhibit showing the financing of several small telephone companies 
in Iowa, it appears that under the present private placement the cost of financing 
is practically nil. If such securities were required to be registered and offered 
publicly, the expense would be greatly increascd. There would be the filing fees 
for registration, printing, an audit by a certified public accountant and legal 
fees, which, in case of a small offering of a few thousand dollars, would be all 
out of preportion to the amount of financing involved. For example, a public 
utility company in the Midwest recently registered an issue of bonds in which 
the filing fees were $2,051 and the printing fees $21,547. The cost of the audit, 
which was made by the regular auditor of the compary was $7,200, and the legal 
expense was $15,000, or a total of $45,798. It is estimated that the time taken by 
the regular employees of the staff of the utility company was $10,000 additional. 
Had the company not had a regular auditor, the expense of the audit would have 
been double this amount. 

Another utility company which recently issued a million dollars in securities 
by private placement estimated that had it been required to make a public 
offering the expense of registering the issue would have been $25,000, and that 
the rate of interest would have been higher at publie offering than the rate 
which was arranged at private placement. 

A midwestern telephone company of medium size also recently privately placed 
an issue of bonds of $400,000 with a coupon rate of $3.75 at $101.50. The presi- 
dent of this company estimated that had he attempted to offer these bonds to 
the public and registered the same, the interest rate would have been 4% per- 
cent, and that the cost of rgeistering prospectus, auditing and legal fees wou'd 
have been in excess of $10,000. 

It will be noted from the exhibit of financing of the Iowa telephone companies 
that the amounts borrowed are comparatively small, yet these companies, if re- 
quired to register the issue and offer the same publicly, would be required to 
take the same steps as a large public utility company which issues large amounts 
in securities. While the cost of taking such steps must be estimated, it can 
readily be seen that such cost would be entirely out of proportion to the amount 
of financing involved. 
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UI, 1f WOULD UNDULY INCREASE THE LENGTH OF TIME REQUIRED IN FINANCING SUCH 
COMPANIES 


Small telephone companies are not able to make long range plans as do the 
large utility companies. Frequently, the need for financing is brought about by a 
catastrophe such as a fire, wind, or sleet storm, There have been instances in 
the knowledge of the writer where the aerial lines of telephone companies have 
been completely wiped out under such circumstances. 

. Under such circumstances, it is necessary that the telephone company affected 
must immediately make arrangements to secure the necessary capital to tempo- 
rarily replace service and to make arrangements to rebuild the plant destroyed, 
Time is a very vital element in such cases, and the cost frequently represents as 
much as the total value of the assets of the company, and, in some cases, is 
greater. 

A large corporation can go to a bank and borrow funds temporarily for such 
purposes until arrangements can be made for long term permanent financing. 

Small telephone companies are unable to make arrangement for temporary 
financing at the bank because the character of the loan, the security involved, and 
the uncertainty as to permanent financing, would make such loans unsuitable as a 
bank loan. 

May I give you a personal example? On the night of May 2, 1952, two buildings 
which adjoin the exchange building of our company, were completely destroyed 
by fire. Only the heroic effort ef several fire departments, and good luck, pre- 
vented the destruction of our building, which houses our central office equipment. 
Had this occurred, all telephone service in our community, which is a county seat, 
would have been wiped out. Not only would private business of the community, 
but the government business of the country, would have been almost paralized 
by lack of telephone service. To replace the building, and the equipment therein, 
at present cost, would require a sum greatly in excess of the book value of our 
company. To make a temporary loan for such purposes, at a bank or banks, in 
our community, would be impossible because of the size of the loan. Nor would 
it have been possible to have made such a loan at a large city bank, unless assur- 
ances were had that the loan would be refunded within a comparatively short 
time. However, with the past record of our company, it would have been possible, 
in a matter of days, to have placed such a loan either with an insurance com- 
pany, or one of the financing companies of the telephone supply industry. On 
the other hand, had we been required to register this loan and made a publie 
offering of the same, it would have required a matter of months. Telephone 
service is such a vital element in every day American life that its cessation, for 
even a matter of days, is almost intolerable, and its suspension for a period of 
months could not be even thought of. 

These thousands of small telephone companies do not have sufficient income, 
personnel or accounting procedures to enable them to operate under a system that 
requires their financing to be done through registration and public offering. The 
backbone of the industrial life of this country is home owned and operated small 
industry. Such a situation is desirable, not only from the economic but from the 
social and political standpoint. Any law or regulation that makes a continued 
existence of these small companies impossible and requires their absorption by 
larger companies, is undesirable. 


IV. IT WOULD DESTROY PRESENT ENTITIES AND REQUIRE CONSOLIDATION OR ABSORPTION 
BY THE LARGE COMPANIES 


The division of the telephone industry into the Bell and independent segments 
has been beneficial to the country. It has spurred technological development and 
stimulated the extension of service areas. Any legislation or regulation that 
would impede or handicap these small companies in the financing of their 
business would simply mean that the smaller companies would have to be absorbed 
by the larger independents or by the Bell system. I cannot think that anyone 
would regard this as a desirable end. 

The amendment proposed to this committee would create an intolerable situa- 
tion for the small telephone companies. They simply could not operate under 
such a statute. The independent industry has gone all out in an effort to 
extend telephone service to every farmer in the country who is willing, and 
able, to pay a reasonable rate for telephone service. For the reasons set forth 
above, these small companies would not be able to comply with the statute 
proposed. We can see it would serve no useful purpose and it would do 
irreparable harm to our industry. 


23578—52—pt. 2———-11 
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Vv. IT WOULD INCREASE THE COST OF TELEPHONE SERVICE IN SMALL TOWNS AND RURAL 
AREAS 


It will be obvious from what I have said that substantial costs would have 
to be incurred if registration with the SEC were required. These costs would, 
of course, have to be borne in the end by the people who take telephone service— 
the telephone subscribers. We would be afraid that in a number of instances 
the resulting increase in subscriber rates would have a deterring effect upon 
willingness of subscribes to continue taking telephone service. It should be 
borne in mind that people in small towns and rural areas generally have small 
cash incomes and that they are for this reason more sensitive to price or rate 
increases than people living in larger places. 

The Congress of the United States in an amendment to the Rural Electrifica- 
tion Administration Act, in 1949 took steps through the medium of authorized 
REA loans to bring telephone service to more and more people in small towns 
and rural areas. It would be rather incongruous for Congress, at the present 
time, to take still other steps which would have the inconsistent effect of 
increasing the cost of telephone service and thereby making it more difficult to 
be obtained and enjoyed. 

Exuisir A 


Independent telephone companics in the United States classified by number of 
telephones served 


. Less than 50 telephones 
SO ty. BD ROI nina eines ith ectscliiem tn en enn dean reese etipibaiiies 1, 724 
150 to 250 telephones 
250 to 350 telephones 
350 to 450 telephones 
450 to 550 telephones 
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. 650 to 750 telephones 
. 750 to 850 telephones 
. 850 to 1,000 telephones 
oa: SR Tee DOO i canister ences Steg tina ene Seiten einai 
Shc SND. GD. DEDAIOUD, CII a isch Rien tonrichin et castitnns eo niseseeninnics ight wicinaleiocnienaw askin th 
. Over 10,000 telephones 
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EXHIBIT B 
Summary of loan information from sir small Iowa telephone companies 


Name of Company: Miller Telephone Co., Inc. 

Location: Miller, Iowa (Hancock County). 

Number of stations: 80 total. 

Urban, 15. : 
Rural, 65. 

Population: 70. 

Amount borrowed or raised: $5,000. 

When raised: Fall of 1951. 

From whom: Chase National Bank, New York City, temporary. When improve- 
ment completed will be transferred to an insurance company. 

Rate of interest: 5 percent. 

How long to get it: 2 to 3 weeks. 

Commissions paid: None. 

Other expenses: Small legal fee. 

Preparing prospectus: Furnished financial statement. Assisted by Kellogg Man- 
ufacturing Co. 

Remarks: These people also raised about $8,000 through sale of stock locally. 
No expense involved. Capital used for rehabilitation of lines, erection of 
central office building, and purchase of dial instruments and central office 
equipment. Will be cut over in a couple of weeks. 

Name of company: Manilla Telephone Co. 

Location: Manilla. 

Number of stations: 450. 

Urban, 300. 
Rural, 150. 
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Population: 1,000. 

Amount borrowed or raised: $52,000. 

When raised: 1952. 

From whom: Through Stromberg-Carlson plan. 

Rate of interest: 544 percent. 

How long to get it: 5 months; loan is not yet completed; will be in a few weeks. 

Commissions paid: None. 

Other expense: Some legal expense. 

Preparing prospectus: None; just furnished financial statement. 

Remarks: Loan is for dial conversion. Will cover about 75 percent new instru- 
ments—building and central office equipment—and replace all rural wire. Only 
thing holding it up is getting it through the Iowa executive couneil—issuing 
stock for property deal. Was private owner (John Paul Jones). Created 
corporation. 

Name of company: Walnut Telephone Co. 

Location: Walnut. 

Number of stations : 600. 

Urban, 300. 
Rural, 300. 

Population : 900. 

Amount borrowed or raised : $25,000. 

When raised: 1948. 

From whom: Few local people. 

Rate of interest: 4 percent. 

How long to get it: “Just long enough to tell ’em what we wanted.” 

Commissions paid: None. 

Other expense: None. 

Preparing prospectus: “$5 to lawyer to draw mortgage.” 

Remarks: Also borrowed $5,000 from local bank in 1950 at 5 pereent. Paid it off 
promptly. Just a note signed by company officer. This was for remodeling 
building. As per J. A. (Andy) Schuttloffel, president: “Just an ordinary little 
exchange—thousands more can do the same if they have tlhe willingness to 
doit.” This is one of the nicest little dial exchanges in the State. 

Name of company: Le Clair-Princeton Telephone Co. 

Location: Exchange at Le Clair. 

Number of stations: 280. 

Urban, 220. 
Rural, 60. 

Population : 900. 

Amount borrowed or raised : $12,500. 

When raised: September 1951. 

From whom: Local bank in Princeton (has branch in Le Clair). 

Rate of interest: 5 percent. 

How long to get it: Few minutes. 

Commissions paid: None. 

Other expense: Small amount for legal expense—$20 or so. 

Preparing prospectus: None. 

Remarks: Above as per telephone conversation May 5, 1952, with Russell Enyeast, 
owner. He had kept banks advised of his plans and program and “so banker 
was acquainted with what was coming.” Loan used for dial conversion. 
Will cut over around June 1, 1952. Mr. Enyeast says he likes feature of being 
able to pay off any or all at any time. 

Name of company: Halbur Telephone Co. 

Location: Halbur, lowa. 

Number of stations: 123. 

Urban, 35. 
Rural, 88. 

Population : 210. 

Amount borrowed or raised: $18,500. 

When raised: Early in 1950. 

From whom: Local businessmen and farmers. 

Rate of interest: 4 percent on preferred stock. 

How long to get it: Common and preferred stock sold in 1 week. Most of it had 
been pledged beforehand. 

Commissions paid: None. 

Other expense: None. 

Preparing prospectus : None. 
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Remarks: This capital which was raised through sale of stock in corporation 
locally was used to rehabilitate rural lines, new cable job in town, and purchase 
and installation of central office, central office dial equipment, and dial tele- 
phones. Original copy of letter from John Schenkeberg, secretary-treasurer of 
company, dated February 18, 1950, which may be of interest—note last 


paragraph. 

Mr. McFaruin. My name is Clyde McFarlin. I am a country boy 
from a country town in Iowa consisting of about 1,500 people. I am 
the president and manager of the telephone company there. I have 
been in the telephone business for 34 years. I have been the director 
of the Iowa association for many years. I am their past president 
and have been active in telephone work in all the surrounding States. 
I think I have some knowledge of the telephone business. 

You gentlemen have been dealing in large figures here. There has 
been a little competition as to who had the smallest company. I can 
qualify readily and without difficulty. We will not need to talk about 
hundreds of millions or billions of dollars or even $500,000, because 
the book value of my company is slightly under $100,000. I will brag 
a little and say the engineer says the reproduction cost is $350,000. 

I happen to be one of the big operators in the independent telephone 
industry. That may sound silly with a $100,000 company, one of the 
larger companies, but we are dealing here with a matter that affects 
small business with a small “s” and a small “b.” The independent 
telephone industry is the segment of the telephone industry that is 
not owned by the telephone company, the Bell Telephone Co. There 
are about 5.400 companies that are independent companies. They 
serve about 11,000 communities in the United States. The important 
thing is they serve more than 6624 percent of the area of this country. 

With my statement was a map which shows the location of all of 
the independent exchanges. ‘ You can see, gentlemen, if the inde- 
pendent industry were put out of business that that would leave a 
very large void in the telephone business in this country. The farmers 
of this country would be without telephone service. 

I state this, gentlemen, as my considered judgment: That if you 
adopt either one of the proposals that is being discussed here today, 
you will put 75 percent of these little telephone companies out of 
business. I hope you understood me. You will put 75 percent of 
them out of business. The reason is because most of them are small. 
There are almost 600 of them that have less than 50 telephones. They 
serve less than 50 subscribers. 

There are almost 1,800 of them that have less than 150 telephones. 
There are about 1,000 of them that have less than 250 telephones. 
There are 3,284 that have less than 250 telephones. There are 4,500 
that have less than 550 telephones. You can readily see this is a 
small business. 

In order to have you understand just how small they are, I have 
annexed a table to this statment which sets up the size brackets of 
the companies. If you will look at them, you will see there are only 
a little over 100 telephone companies that serve over 10,000 stations. 
These companies are small. They are wholly owned. . Usually their 
eustomers Jare. the owners of the companies. Any financing that is 
done must of necessity be done at home. We have had a great deal 
of trouble getting money in the telephone industry until the last 4 or 
5 years. We have now opened up a new field of finance through 
direct placement that has enabled us to do thing in the telephone 
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industry we have never been able to do before. When the war was 
over we Were met with a backlog and demand for telephone service 
that seemed insurmountable. I had the honor to be present when the 
thirty millionth telephone in the Bell System was installed. We 
thought we had reached something. Now they have over 40 million. 
We have 714 million telephones in the independent industry. That 
has taken a lot of money. 

We have been able to set up a system whereby we are just beginning 
to get money when this proposal comes along and it is going to knock 
our plans into a cocked hat. Our industry has set a goal that every- 
body in our service area, especially the farmer, will have a telephone 
if he wants one. We can do that job in 5 years if given a chance. 
‘There may be an outbreak of war or a shortage of materials or a lack 
of financing or unwise legislation which could stop what we are 
planning to do. 

The independent telephone industry and certainly the small units 
view with alarm that we be required to register private placements 
and that the $300,000 exemption that now exists in the SEC Act of 
1933 be replealed. There are five reasons for that. First, such an 
amendment would not be in the public interest. We are not looking 
at it from a selfish standpoint, but it would not be in the public interest. 
It would make the cost of financing small telephone companies pro- 
hibitive. It would greatly increase the length of time required to 
finance such compamies. It would destroy present entities and require 
consolidation or absorption by the large companies. It would increase 
the cost of telephone service in small towns and rural areas. 

There would be no reduction in the cost of money to smal] telephone 
companies if we are required to have public offerings. Quite the con- 
trary. It would cost usmore money. Naturally we have to pay more 
money in these smaller companies than the larger companies, but they 
have been able in the last 3 or 4 years to secure money at very reasonable 
rates. 

Annexed to this statement you will find a list of six representative 
telephone companies who have done financing in our association in 
the last 5 or 6 years. You will note they have been able to secure 
their financing at rates from 4 to 6 percent. In cases preferred 
stock has been sold with a 4-percent yield and money has ae bor- 
rowed from 4 to 6 or 4 to 51% percent. This certainly compares very 
favorably with the Bell System, whose last debentures were sold at 
33, and whose stock was sold to yield 7 percent. We must of neces- 
sity do our financing wholly in the paca area in which we operate. 

It must be evident to your committee these telephone companies 
which did their financing by direct placement wld not have been 
able to secure as low or lower rate of interest than this if they had 
been required to place these securities by public offering, these issues. 
They borrowed at 4 and there are several cases of 514 percent. Cer- 
tainly nobody in New York City or Washington weak be interested 
in any bonds at 4 percent. 

We have some money borrowed and we are paying 4 percent. I 
have listened to this testimony for 2 days. read the financial 
journals. I subscribe to several of those very important publications 
in Washington which tell everything that is going on and pian ei | 
that will happen. I have not heard anyone is suffering by reason o 
this private placement. 1 have not heard of any issues that are in 
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default, of any purchaser who has been defrauded. As a matter of 
fact, in practically all the States the public-utility commissions regu- 
late the issuance of public-utility securities. Certainly they have a 
far closer knowledge of the companies which they regulate, of their 
accounting methods, their properties, their debt record, their income, 
than would be possible to disclose to the public through a registration 
certificate. 

I am sorry that Congressman Bennett just left, because he asked 
so many questions about the cost of registration. I have some things 
that would answer his questions. I say that the present cost of private 
financing as shown by these exhibits is practically nil. I want to tell 
you about a fellow by the name of Andy Schuttloffel. He is a farmer 
m Iowa. He is from Walnut. There are 900 people in Walnut. 
Thirty years ago they did not think they had a good-enough telephone 
company. He sold stock and organized a company. After the war 
he went to the city and saw a dial telephone, ia what is good enough 
for Omaha is good enough for Walnut. So, he put in a new dial 
system. It cost about $50.000. They had some of the money op 
kand. They had to borrow $25,000. He paid 4 percent interest. 

On this question of how long it takes or the expense of registration, 
if you happen to have time to look at Andy’s statement, you will see 
some facts. I asked him how long it took, and he said just long enough 
to tell them what we want. 

The cost of financing was $5 to have a lawyer draw a mortgage. 

On this matter of expensive registration, I am sorry the Congress- 
man is not here. He seemed to think the cost of printing was negli- 
gible. That is one of the big costs in the security registration. For 
example, I have a friend who is in both the electric and the telephone 
end of the public-utility business. Sometime ago he financed an issue 
or he floated an issue for his power company. He registered and made 
a public offering. The filing fees for registration were $2,000. The 
printing fees were $21,798. The cost of the audit which was made by 
the regular auditor was $7.200, and the legal expense was $15,000. or 
a total of approximately $46.000. He estimated in addition that his 
regular staff had taken time that was equivalent to $10,000 in helping 
prepare for the registration. 

Bear in mind they have regular auditors and engineers. He started 
from scratch and had he had to have a complete appraisal made by 
engineers, had he had to have gone back 5 years for accounting, the 
cost would have been very many more times that. 

A short time later another company in which I was interested issued 
a million dollars’ worth of bonds. They started out to register them. 
The expense was so great they placed them at private offering. He 
estimated the cost would have been $25,000. Just recently he issued 
$400,000 worth of securities for his telephone company. There was 
no underwriting fee. The coupon was $375. He was paid a premium 
of $150. There was none of this printing. The legal expense was 
practically nil. Had he registered that issue, gentlemen, it would 
have cost him not less than $10.000 or $15,000 in spite of the fact that 
he is equipped to do these things. 

These little companies do not even have an accountant. The oper- 
ator is the bookkeeper. She is all the accountant they have. They do 
not have an engineer. They would not know how to make an appraisal. 
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It is just fantastic. A great many of these companies are incorporated 
for $5,000. 

Gentlemen, you could not register an issue of $5,000 for less than 
$1,000. The lawyer would have to work pretty darned cheap to get 
by with a thousand dollars. That would be a cost of 20 percent of the 
issue, gentlemen. 

There .has-been a Jot of talk in the newspapers. I heard a little 
suggestion of it here that you could float these securities at a lower 
rate of interest by public offering than private offering. Gentlemen, 
that just cannot be done with a small institution. We can float those 
offerings, laying aside the cost of registration, at a lower rate of 
interest at private placement than we could at public offering. 

It is just useless to talk about these small companies registering 
offerings. If you put a registration requirement on those small com- 
panies, you are going to have to put them out of business. They will 
not be able to operate. 

Another thing in the telephone business is that sometime someone 
has said the companies could make long-range plans. These little 
companies cannot do that. Today they have a telephone system. 
Tomorrow they have a cyclone. All their lines are on the ground. 
They are out of business. They cannot go to the bank and borrow 
the money for two reasons: One, their credit is not sufficient. In the 
next place, they could not borrow a large enough amount at the local 
bank, and the banking department would not allow the bank to make 
the loan because they would call it a capital loan and say they should 
make long-term financing. 

Under such circumstances the telephone companies have to have 
immediate financing. They cannot wait 5 or 6 months while they 
have an appraisal, a balance sheet set up, and apply for registration. 
They have got to have money then. 

I can give you a personal example of that. On the 2d of May they 
called me at 3 o’clock in the morning to tell me that two of my build- 
ings on the side of my office were burning down. It involved heroic 
efforts to save the buildings. Had it not happened that main building 
was destroyed, the cable plant that was in the central exchange would 
have been completely destroyed. We are a county-seat town. Not 
only the business affairs of the community would have been paralyed 
but the governmental affairs of the county would have been paralyzed, 
because there would have been no telephone service. It would have 
been necessary for us to immediately and forthwith make some ar- 
rangements to restore telephone service. That would cost $150,000. 
We could not go to our local bank and borrow that money. I know 
that. The limit is $30,000. They tell me that frequently. We could not 
have gone to a city bank because they would want to know whether 
we had some long-time placement for that. Without registration, I 
could go to half a dozen insurance companies and have borrowed that 
$150,000. That is, the record of our company being what it is, I 
could have borrowed it without trouble. I could have had that money 
available in a week. In the meantime, I could have ordered the equip- 
ment that would have been necessary. It could have been brought to 
my town. In a short time we could have restored telephone service. 

This matter of time is a vital element, particularly to a small tele- 
phone company. You gentlemen know what the statutory require- 
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ments of registration are. All these small companies would have to 
start from scratch before they could prepare a prospectus. 

If you are going to require us to either offer securities to the public 
or require us to register, you are going to put these little companies out 
of business. 

Mr. Hetzer. Do you wish to say anything further? I have a 
question if I may interrupt you here. We appreciate your position 
regarding small companies, but I do not see where these small com- 
panies are involved in the registration. As I understand your testi- 
mony, the total assets are under $100,000; is that correct? 

Mr. McF'arurn. Yes; they run from $100,000 up. There are a few 
larger companies that run up into the millions. There are a few large 
syndi¢ate companies, as we call them, but the great majority of them 
would run from $100,000 down to $1,000. There are more of them 
under $50,000. 

Mr. Hetirr. There is no requirements for registration with the 
SEC if the offering is less than $300,000. Under regulation A, you 
know those companies are exempt. Are they not? 

Mr. McFarury. As I understand it, there is a proposal to repeal 
that exemption. 

Mr. Hetrer. The proposal has nothing to do with regulation A. 

Mr. McFarurn. The proposal was to repeal the exemption. 

Mr. Heuer. This exemption was intended by Congress to enable 
small businesses to raise new capital. For that reason you have regu- 
lation A, which governs the exemptions. Certainly your small busi- 
nesses come clearly within the purview of this regulation. 

So, I cannot see any reason why you should be concerned about the 
problem which we have on these private placements with insurance 
companies. 

Mr. McFaruin. It is my understanding the proposal was to repeal 
anv exemptions and require all securities —— 

Mr. Hetrer. That is not the proposal before this committee. 

Mr. McFartrn. That was my understanding. 

Mr. Hetrer. Nevertheless, we are glad to have had your remarks 
and your statement and the benefit of your experiences on this par- 
ticular subject. Under the circumstances it would appear to me that 
$5 was an overcharge in the case of that lawyer. 

Mr. McFarurn. A poor lawyer must eat, you know. 

Mr. Hetzer. I do not know how much he can eat on $5. 

Mr. McFartury. I am very happy to know that you feel that way. 

Mr. Hetter. Have you concluded your statement? 

Mr. McFartrn. Yes, sir. 

Mr. Hetter. We are very happy to have you here. Thank you 
very much for your contribution. 

Is there anyone else in the room that would care to make a 
statement ? 


STATEMENT OF ALVIN R. CORD, EXECUTIVE VICE PRESIDENT, 
FROEDTERT GRAIN & MALTING CO., INC., MILWAUKEE, WIS. 


Mr. Corp. Mr. Chairman and members of the committee, the 
Froedtert Grain & Malting Co. found itself in the 1930's with the repeal 
of prohibition as a small family owned company with a tremendous 
demand for malt. Malt is a product very few people know about. 
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It is a principal ingredient of beer, liquor, food items such as malted 
milk, bread, and so on. 

Our company was one of the first to register in 1934 and 1935 when 
the family issued common stock and preferred stock. The company 
itself issued $800,000 worth of preferred stock. I believe the under- 
writing costs in 1935 were some $80,000 or 10 percent. Our need for 
money has been occasioned by the grain-price level. Naturally, if the 

rain price is high, our requirements for capital are much greater. 
Our need for money is also required by expanding plant facilities. 

In 1943 we registered and issued publicly $2,000,000 worth of 
debentures. They were 15-year 344-percent. 

In 1945 we retired those debentures and issued privately $314 million 
of 20-year 3-percent debentures and concurrently issued $2 million 
of preferred stock. Therefore, we have had experience in both mar- 
kets. We are also familiar with registration, having registered in 
1934-35 and again in 1943 and 1945. Our only source of getting capital 
is from our bankers, either on short term or interim term, and from 
the public or private placements on long term. I am speaking now 
of loans. Those loans are only for inventory requirements or to 
tell whether a price level is going to remain for a year, 2 years, or 3 
years. Our source for a plant must necessarily be equity capital, 
either through the issuance of preferred stock or common stock. I 
just had difficulty with the gentleman here who could not spell the 
name of our company. That has been one of the difficulties of the 
public securities. 

In 1943 we issued these debentures publicly for the purpose of 
getting our name established. We thought we would get wide dis- 
tribution. We found the securities were taken up by institutional 
buyers. Our costs for underwriting ran about 2 percent; in other 
words, $40,000. Our cost in 1945 was nothing on our private place- 
ment. The principal thing in the private placement is the contact 
you build with your own banker and your long-term banker—as I 
call a private placement—where the management can check its think- 
ing as to what it wants to do. Having dealt with private placements 
and public placements, and speaking of registrations, I would accept 
the fact that, if an insurance company accepted a private placement, 
that is just as good as any registration statement you would want. 
In other words, they are going to get all the protection that is possible. 

You must remember this is a loan they are making. We are not talk- 
ing about equity securities. If you can place it privately, you are 
going to always be able to place it publicly. It will cost you more 
moriey because of your cost of distribution. 

To register a private financing, in my opinion, does nothing. It 
accomplishes nothing. It is just an added cost, an added incon- 
venience. What will it accomplish? Other than to further the prob- 
lems of the businessman, which are very voluminous today, it will 
accomplish nothing. Our last loan in 1945 with private placement 
was 31% million dollars. This is 7 years later, and the loan is reduced 
to 214 million dollars. Your registration at that time would have 
accomplished nothing. The loan is certainly better today than in 
1945. 

I want to differentiate between what I call security issues which 
are preferred stock and common stock. If you require registration for 
a loan of 20 years or 14 years, will you require one of 10 years, 5 years, 
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1 year, 6 months? I don’t want to get into the philosophy of whether 
registration protects the public or not. That is beyond my field. We 
have registered enough. We have had very good cooperation from the 
SEC. 
I would like to just say that I think, in regard to loans and pri- 
vate placement, it accomplishes nothing. That is all, sir. 
Mr. Hetier. Thank you very much. If there are no other witnesses, 
we will adjourn the meeting until further call of the Chair. 
poe at 4:15 p. m., the hearing was recessed subject to 
eall. 





APPENDIX 


QUESTIONNAIRE TO LIFE-INSURANCE COMPANIES 


HOovSsE oF REPRESENTATIVES, 
COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE, 
SECURITIES AND ExCHANGE COMMISSION SUBCOMMITTEE 
Washington, D. C., April 21, 1952. 


DEAR — : This subcommittee has scheduled open hearings on May 20 
and May 21, 1952, on the subject of the direct placements of securities, in order 
to obtain the views of the insurance industry with respect to the desirability of 
amending the Securities Act of 1933 to require the registration of direct place- 
ments with the Securities and Exchange Commission. The Life Insurance 
Association of America and the American Life Convention have designated Mr. 
Frazar B. Wilde, president of the Connecticut General Life Insurance Co., 
and also president of the American Life Convention, as the witness who will 
present testimony on behalf of the insurance industry... In addition to this 
witness, we should like to have representatives from a few large and a few 
small insurance companies present the views of their respective companies on 
this subject. 

In order to make an appropriate selection of representative companies and 
to obtain preliminary information which would be helpful to the subcommittee, 
we should appreciate receiving the following data for each of the years 1949 
through 1951 as soon as possible. 

1. If your company engages in direct placements, state the extent of such 
participation. The enclosed schedules indicate the type of information we should 
like to obtain. Show data for equity and nonequity securities separately. 

2. Show in general terms the types of business of your borrowers and the 
general purposes for which such direct loans were made. 

3. Indicate the principal types of direct-placement issues in which you par- 
ticipated. 

4. Describe the minimum or basic standards, if any, as to size of borrowers, 
nature of business, financial status, etc., which you apply in the consideration 
of direct placement loans. 

5. If your company has resold any direct placements, indicate the extent 
thereof. 

6. Indicate the extent to which your company participated with other compan- 
ies in direct placements (percentage of total number of issues and amounts in- 
volved). 

7. Indicate the extent to which agreements for direct placements have any 
provisions for the registration of the securities purchased. 

Please advise if you wish to appear as a witness on the dates mentioned 
for hearings or file a statement for the record. If you desire to testify, please 
indicate the amount of time you will require. Each witness must file 12 writ- 
ten copies of his statement at least 5 days in advance of his appearance before 
the subcommittee. 


Very truly yours, 
Louis B. HELLER, M. C., 


Chairman, 


List or COMPANIES 


Metropolitan Life Insurance Co. 
Prudential Insurance Co. of America 
Equitable Life Assurance Society 

New York Life Insurance Co. 

John Hancock Mutual Life Insurance Co. 
Northwestern Mutual Life Insurance Co. 
Mutual Life Insurance Co. of New York 
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Travelers Insurance Co. 

Aetna Life Insurance Co. 

Massachusetts Mutual Life Insurance Co. 
Equitable Life Insurance Co. of Iowa 
Pacific Mutual Life Insurance Co. 

State Mutual Life Assurance Co. 
Guardian Life Insurance Co. of America 
Jefferson Standard Life Insurance Co. 
Kansas City Life Insurance Co. 
Columbian National Life Insurance Co. 
Liberty National Life Insurance Co. 
Continental American Life Insurance Co. 
Bankers Life Insurance Co. of Nebraska 
Penn Mutual Life Insurance Co. 
Connecticut Mutual Life Insurance Co. 


Lire INSURANCE ASSOCIATION OF AMERICA, 
New York, N. Y., June 20, 1952. 
Hon. Louis B. HELLer, 
Chairman, Securities and Exchange Subcommittee, 
New House Office Building, Washington, D. C. 

DrAr CONGRESSMAN HELLER: Enclosed are copies of materials which the Life 
Insurance Association of America has prepared and hereby submits to the 
Securities and Exchange Subcommittee of the Committee on Interstate and 
Foreign Commerce. 

These materials relate to the inquiry of your subcommittee on the subject of 
direct placements. They consist of— 

(1) The up-to-date figures on the studies of the Life Insurance Association of 
America of direct placements held by 28 life-insurance companies ; 

(2) A summary prepared by the Life Insurance Association of America of the 
information contained in letters received from life-insurance companies by your 
subcommittee in response to a questionnaire; 

(3) A memorandum submitted by the Life Insurance Association of America 
on the resales of direct placements which is in response to a request of the sub- 
committee that we collect and analyze data on the extent of resales of direct 
placements by life-insurance companies. 

Sincerely yours, 
EuGENE M. Tort, 
General Counsel. 


Obligations acquired by 28 life-insurance companies combined 
[Miilions of dollars] 








Industrial and Total 


Railroad Public utility miscellaneous 








Non- 
direct 


, Non- 
Total |Direct direet 


342.8) 346.0! 328.1] 624. 316. 7/1, 872. 41, 887. O|1, 283. 7 
241.3} 243.3 509. 5/1, 186. 262. 0)2, 009. 3 2, 258. 9|1, 689. 4 
153.7) 201.6 > 566. 3)1, 126. 107. 22. 507. 2 3, 014. 1/1, 387.6 
88. 2 261. 9 2062.8 2, 416. 6| | 930.6 

. 


‘ Non- 
Direct direct Total Direct 


Total '‘Direct| N 
' 


apes t 














1 
1 
80.6) 103.7 592.6) 5 
207.9; 257.6 646.7 674. 65. 9 1, 707. 2,337.5 947. 


65.6 248.6, 600.9 277. 180. 7,2, 867. 2 3,470.4) 523. 7, 


FPOKMNN SE 
ery 


B232 








[P. weed 


100.0 3. 16.91 100.0; 59. 
100.0 . 13.0) 100.0) 57. 
100.0 5. 7] 4.3) 100.0) 68. 
106. 0} .3) 12.7) 100.0) 72 
100.0) 96.1 3.9) 100. 0| 71 100.0 
100.0) 93.7 6.3; 100.0) 86. 9 13. ; 100.0 





Nore.—Valuation is cost, not par. Components may not add to totals due to rounding. 
Source: Life Insurance Association of America. 
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Obligations held at end of year by 28 life-insurance companies combined 
[Millions of dollars} 
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Norre.—Valuation basis is cost, not book value. Components may not add to totals due to rounding. 
Source: Life Insurance Association of America. 
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SUMMARY OF Lire INSURANCE CoMPANY REPLIES TO THE HELLER COMMITTEE 
QUESTIONNAIRE ON Direct PLACEMENTS 


On April 21, 1952, the Securities and Exchange Commission Subcommittee 
of the Committee on Interstate and Foreign Commerce sent to 22 United States 
life insurance companies a questionnaire dealing with directly placed securities. 
At the request of the subcommittee the Life Insurance Association of America 
agreed to prepare a summary of the replies. 

The questions and the summary are set forth below. Two of the companies 
indicated that they could not make a worth-while contribution to the study of 
the subcommittee because direct placements were relatively unimportant in their 
portfolios. For the most part, therefore, the summary of the replies is for 20 
companies. 


1. If your company engages in direct placements, state the extent of such par- 
ticipation. The enclosed schedules indicate the type of information we 
should like to obtain. Show the data for equity and nonequity securities 
separately. 


Replies from 21 companies are aggregated in the accompanying tables. These 
companies account for 70 percent of the total assets of all United States life- 
insurance companies, The schedule used in the tables was furnished by the 
subcomunittee. 

Table 1 sets forth for the years 1949-51 the number and amount of direct loans 
acquired, by size of loan, for the 21 companies combined. The data in table 1 
are broken down in tables 1—-A, 1-B, and 1-C, which segregate the insurance 
companies into three groups by asset size. Table 2 sets forth the acquisitions 
of stocks through direct placement for each of the years 1949-51, by size of 
purchase, and these data are further segregated by size of insurance company 
in tables 2A, 2B, and 2C. Table 3 provides 3-year totals for direct loans, and 
table 4, 3-year totals for directly acquired equity issues. 


2. State in general terms the types of business of your borrowers and the general 
purposes for which such direct loans were made, 


The replies indicate that direct loans have been made to virtually all types of 
business as well as to governmental bodies. The loans to business can be clas- 
sified into the four major segregations of railroads, public utilities, industrials, 
and financial companies. Utilities have principally included electric, gas (manu- 
factured and natural), telephone and water companies, with traction, steam 
heating, and bus transportation companies comprising a relatively small pro- 
portion of the total. The list of industrial borrowers is, as one life-insurance 
company official stated, “as varied as industry itself.” It includes aircraft, air- 
lines, automobiles and trucks, building materials and equipment, chemicals, 
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clothing, construction, distilling and brewing, electrical and electronic equip- 
ment, food, household appliances and furnishing, lumber, machinery and supplies, 
meat packing, merchandising, ferrous and nonferrous metals, motion pictures, 
newspapers, office equipment, optical equipment, packaging and containers, paper 
and pulp, petroleum and petroleum pipelines, pharmaceuticals, printing and pub- 
lishing, radio and television broadcasting, rubber, shipping, shoe manufacturing, 
soap and laundry supplies, sports equipment, textiles and apparel, and trade. 
With respect to general purposes, direct loans, like publicly offered issues, have 
been made to finance the construction, acquisition, or improvement of capital 
assets, to increase working capital, to refund debt or stock, to repay bank loans, 
to pay Federal income taxes and to provide funds for general corporate purposes. 


3. Indicate the principal types of direct placement issues in which you par- 
ticipated. 


The replies show that direct placements have been made in the form of bonds, 
debentures, notes, transportation equipment obligations, and, to a lesser extent, 
preferred stocks. Direct placements to railroads usually have been in the form 
of conditional sales agreements or equipment-trust obligations; in the public 
utility field direct placements generally have been made as mortgage bonds or 
debentures, although some notes and preferred stocks have also been used. The 
variety of borrowers in the industrial field has resulted in the use of all types 
of financing instruments—debentures and notes have been used more frequently 
here than in the other major segregations of business. 


4. Describe the minimum or basic standards, if any, as to sizeof borrower, nature 
of business, financial status, etc., which you apply in the consideration of 
direct-placement loans. 


The companies replied that there are no over-all minimum or basic standards 
as to size of borrower, nature of business, or financial status that are generally 
applied in cons'dering direct loans. Each loan, whether publicly offered or 
directly placed, is appraised for the borrower's ability to pay interest and prin- 
cipal, and is tested for compliance with the applicable State laws governing the 
acquisition of investments. The companies indicated that in judging the ability 
of the borrower to service a loan, the operations and financial conditions of the 
issuer are carefully scrutinized. Earning ability, balance sheet condition, stabil- 
ity of the business, future outlook for the industry and for the business within 
the industry, managerial skill and integrity, and other pertinent factors are 
taken into account. These financial factors governing loan appraisal vary con- 
siderably in their application to governmental bodies, railroads, public utilities, 
industrials, and finance companies, and also in their application to the different 
types of business within the major classifications. Thus, each loan is necessarily 
considered individually and is made or rejected on its own merits without refer- 
ence to minimum standards respecting size of borrower, nature of business, or 
financial status. 

5. If your company has resold any direct placements indicate the extent thereof. 

Replies to this question were received from 20 of the 22 companies surveyed. 
It is evident from the replies that-resales have been small in proportion to acquisi- 
tions. Some of the resales have been of exempt securities, such as municipals, 
and some have been sales to other financial institutions. Eight companies stated 
they had resold no direct placements. 

In some instances the data on resales were limited to the years 1949-51 in 
order to tie in with the schedules requested in question 1, while other companies 
reported for the entire period in which they had been active in the direct- 
placements field. Statistical measurement of the extent of resales thus was not 
possible with these data. Accordingly, the Life Insurance Association of America 
was requested by the subcommittee to canvass companies actively engaged in 
direct placements in order to provide comparable aggregates on acquisitions and 
resales. A separate memorandum covering this study has been transmitted to 


the subcommittee. 
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6. Indicate the extent to which your companies participated with other companies 
in direct placements (percentage of total number of issues and amounts 
involved). 

All the companies which replied to the questionnaire participated with other 
institutions in making direct placements of bonds and stocks. One company 
stated that they participated with a total of 141 different financial institutions 
during the period 1949-51. Thirteen companies by number of issues, and 15 
companies by dollar amounts, participated with other institutions in more than 
half of their direct acquisitions in the period 1949-51. The percent of direct 
placements acquired in participation with other investors ranged all the way 
from 29 to 100 percent by dollar amounts, and from 23 to 100 percent by number 
of issues. 

The replies of 18 companies have been summarized into aggregates by number 
of issues and by dollar amounts. The summary indicated that for the 3 years 
1949-51 combined, 52 percent of the direct placements by number of issues and 
57 percent by dollar amounts were shared by more than one investor. 


7. Indicate the extent to which agreements for direct placements have any provi- 
sions for the registration of the securities purchased. 

Most of the companies indicated that some, but not all, of their direct place- 
ment agreements have a provision pertaining to possible future registration. A 
usual provision is to the effect that if the issuer should subsequently undertake 
to register another security with the Securities and Exchange Commission, he 
would, upon request of holders, use his best efforts to register the direct place- 
ment. Several companies indicated, however, that in recent years this provision 
has often been omitted. Two companies explained that the omission was due to 
various rulings and opinions that securities directly acquired could not later be 
effectively registered. Provisions for registration also have frequently been 
omitted from loan agreements negotiated directly with borrowers, particularly 
small borrowers, many of whom object to such a requirement. Direct placements 
brought to the companies by investment bankers, on the other hand, usually 
include provisions for registration. 
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1134 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


MEMORANDUM ON RESALES OF DirECT PLACEMENTS BY LiFre-INSURANCE COMPANIES, 
1934-51 


{Submitted by the Life Insurance Association of America to the Securities and 
Exchange Commission Subcommittee of the House Committee on Interstate 
and Foreign Commerce, June 20, 1952) 


In accordance with a request of the Securities and Exchange Commission Sub- 
committee of the House Committee on Interstate and Foreign Commerce, the 
Life Insurance Association of America has collected and analyzed data on the 
extent of resales of direct placements by life-insurance companies. 

Acquisitions and resales of direct placements of political subdivisions, rail- 
roads, public utilities, and industrial and miscellaneous businesses were requested 
from 16 major United States life-insurance companies for the period 1934 to 
1951, inclusive. The survey covered companies accounting for 73 percent of the 
assets of all United States life companies at the end of 1951. These companies 
were also asked to indicate to the best of their knowledge the ultimate purchasers 
of the resold securities. Where that information was not provided by the com- 
panies the investment research staff of the Life Insurance Association of America 
endeavored to ascertain the purchasers. 

The statistics show that a total of $19,900 million of direct placements were 
acquired by the 16 life companies from 1934 to 1951. During the same period 
$243 million of direct placements were resold, amounting to 1.22 percent of 
the total acquired.’ 

Analysis of the total resales of $243 million reveals the following information. 
Almost $38 million of the resales consisted of securities of railroads, political 
subdivisions, and nonprofit institutions which are not required to be registered 
under the Securities Act of 1933 even when publicly offered. At least $140 
million were accounted for as being sales to other institutional investors, such 
as other insurance companies, pension funds, and trust departments of banks, 
and another $7 million were acquired by brokers who subsequently sold the 
securities back to the issuing companies.* Debentures and preferred stock 
convertible into shares listed on the New York Stock Exchange accounted for 
$7164 million. Almost $8 million were sales of issues parts of which had initially 
been offered through public underwriting and thus had been rgeistered. 

Accordingly, out of the total of $243 million of resales over the 18-year period, 
a balance of $43 million, or twenty-two one-hundredths of 1 percent of total ac- 
quisitions of $19,900 million, remains as not accounted for within one of the 
specific classifications described in the preceding paragraph. It is probable. how- 
ever, that most of these securities also were acquired by institutional investors, 
which for some years have been the principal and virtually the only markets for 
high-grade, low-yielding securities of this type. 


Statisties on resale of direct placements by 16 major United States life-insurance 
companies, 1934-51 


{In thousands of dollars] 








| Resales | Resales 
Resales |to brokers) of issues | 
|to institu-| who sold | converti-| Other 


Resales 


of exempt) ‘ | ble sales ! 
securities |, tonal | to issu- | ble into | resales 


investors | ing com-| listed 
| panies | s»curities) 











Municipals - - -__-_- ; $24, 713 rca keine 
Rails _- senda 11,931 | SERS FRG vaaeel . 
Utilities... .___- a ee | $1,824 | $7,501 | $6,000 | $39,513 
Industrial and miscellaneous | 1,113 83,784 | 5,097 |-- | 1,743 | 3,505 


37,757 | 140,116 | 6, 921 | 7, 501 | 7,743 | 45,018 














! Sales of issues parts of which were registered and publicly floated. 


1 Resales to or for the account of the issuing company have been excluded from resale 
figures on the ground that they are in effect a redemption of securities and thus are not 
the type of resale which concerned the subcommittee. 

2 Of the $140 million of resales to- other institutional investors, $107 million were re- 
ported by the eee and $33 million were accounted for by the Life Insurance Associa- 
tion.of America staff. 
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The $43 million of resales comprise 33 issues. Eleven of these issues, amount- 
ing to $14 million of resales, have been retired. Thus resales of the 22 issues 
which still were outstanding at the end of 1951 amounted to $29 million.* All ef 
these are high-grade securities, and all but three are the securities of utilities 
subject to State regulation. The 22 issues still outstanding are listed below. 

Amount of resale 
unaccounted for 
(thousands ) 
American Telephone & Telegraph Co., debenture, 234’s, 1970__-----~- _ $1,150 
Bell Telephone Co. of Pennsylvania, first and refunding mortgage, D, 

2%’s, 1 4, 600 
Connecticut Light & Power Co., first and refunding mortgage, J, 3's, 

1978 : 1, 000 
Connecticut Power Co., first and general mortgage, E, 3's, 1978 200 
Georgia Power Co., first mortgage, 314’s, 1971 975 
Idaho Power Co., first mortgage, 2%4’s, 1977 : 25 
Idaho Power Co., first mortgage, 3’s, 1978 $ 350 
Indiana & Michigan Electric Co., first mortgage, 314’s, 1969 3, 925 
Long Island Lighting Co., first mortgage, 3's, 1958_______- Bie ET eta 500 
New Britain Gas Light Co., first mortgage, A, 354’s, 1961 145 
New York State Electric & Gas Corp., first mortgage, 314’s, 1971 500 
New York Telephone Co., refunding mortgage, C, 3’s, 1964 475 
Peoples Gas Light & Coke Co., refunding mortgage, G, 3’s, 1961 910 
Rochester Gas & Electric Corp., general mortgage, K, 35¢’s, 1970 18 
San Diego Gas.& Electric Co., first mortgage, 3°4’s, 1970 3, 500 
Southern California Edison Co., first and refunding mortgage, 314’s, 

1964 5, 410 
Southern Indiana Gas & Electric Co., first mortgage, 3's, 1978 250 
United Gas Corp., first and collateral trust, 234’s, 1967 1, 650 
American Cyanamid Co., sinking-fund debenture, 2%4’s, 1965 300 
Continental Can Co., sinking-fund debenture, 3’s, 1965 1, 684 
owes Petroleum & Transport Co., sinking-fund debenture, 2%4’s, 


REPLIES OF INDIVIDUAL INSURANCE COMPANIES TO SUBCOMMITTEE QUESTIONNAIRE 


METROPOLITAN LIFE INSURANCE Co., 
New York, N. Y., May 9, 1952. 
Hon. Louts B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
House of Representatives, Washington D. C. 

DearR Siz: I refer to your letter of April 21, 1952, and my preliminary acknowl- 
edgment of April 23, 1952. The data requested are given herein and in the 
enclosed schedules. The numbering of the following paragraphs corresponds to 
that of the subparagraphs in your letter. 

1. Metropolitan has engaged in direct placements in each of the years 1949 
through 1951. Schedules in the form requested covering such years are enclosed. 
As an aid to the interpretation of such data, it is noted that— 

(a) Metropolitan transacts insurance business and makes investments in 
Canada. The statistical information given does not reflect Canadian transac- 
tions. You are no doubt familiar with the fact that Canadian laws do not lead 
to classification of security transactions into two categories upon the basis of 
whether or not “any public offering” is involved. 

(b) The statistical information does not reflect the activities of our Small 
Business Loan Division. In 1950 Metropolitan put into effect a plan whereby 
loans might be more readily made to qualified small-business enterprises. The 
plan required each such loan to be submitted through and serviced by a local 
bank which ould take and retain not less than 10 percent of the total loan. 


8 No account fas been taken of sinking-fund calls or other partial redemptions of these 
issues subsequent to resale. Thus, the amount actually outstanding at the end of 1951 
was probably less than $29 million. 
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For your information, from the inception of the plan to the close of 1951 a tota! 
of 41 such loans were made. The aggregate amount involved was $4,614,500, 
of which $3,920,050 represented Metropolitan’s portion and $694,500 the banks’ 
portion. The largest Metropolitan portion of any such loan was $225,000 and 
the smallest was $20,000. 

(c) The statistical information given is based upon completed transactions 
rather than on commitments, except that classification by “size of loan” has been 
made uponthe basis‘of the maximum amount which might be involved; e. g., a 
transaction which involved the advance of $1,000,000 in 1951, and a commitment 
to advance an additional amount in 1952 not less than $1,500,000 nor more than 
$2,500,000 is classified in the “3,001 to 4,000” bracket. A transaction which 
involved two or more advances over a period of time is shown as one transaction, 
but the “amounts” listed by years represent the total of the actual advances in 
each such year. 

2. The “types of business” of borrowers are varied and represent a cross 
section of American enterprise. Loans were made in each of the four generally 
recognized major classifications of industrials, public utilities, railroads, and 
financial. Particular lines of business within these classifications include air- 
craft, airlines, automobiles and trucks, building materials and equipment, chemi- 
cals, clothing, electrical and electronic equipment, fertilizers, food, lumber and 
plywood, machinery, meat packing, nonferrous metals, paper, petroleum, retail 
trade, rubber and tires, ship construction, steel and iron, textiles and textile 
fibers, miscellaneous manufacturing, distribution and service enterprises, oil 
and gas pipelines, electric, gas, and telephone operations, railroad, local, and 
over-the-road transportation, represented in large part by financing of new 
equipment through equipment trusts and conditional sales, and commercial 
finance and factoring. 

The “general purposes” of all such financing might be classified as construc- 
tion, acquisition or improvement of capital assets, increase of working capital, 
or refunding, or a combination of these. Since the effective date of the voluntary 
credit-restraint program, all loans have been screened as to purpose in accord 
with the principles and objectives of that program. 

3. The principal types of issues are bonds and debentures issued under 
indentures to corporate trustees, notes, transportation equipment obligations, 
and, in relatively small amount, preferred stock. 

4. There were no minimum or basic standards as to size, nature of business, 
or financial status of general application. Investment judgment must be exer- 
cised on an individual case basis. All of our investments necessarily were made 
in compliance with the New York insurance law. Reference is made to section 
81 of that law for a-description of the “reserve investments” in which funds of 
a mutual life-insurance company incorporated under the laws of New York may 
be invested. Although we have no fixed policy upon the subject, we have, since 
the inception of our small-business loan plan, generally preferred applicants 
for loans of less than $250,000 to proceed under that plan. 

5. No securities acquired directly were resold by Metropolitan in this period. 
It is assumed that this inquiry is not applicable to any transaction which, though 
technically denominated a “sale,” in substance represented a reacquisition by 
the issuer, such as a “sale” pursuant to sinking-fund tender or operation of a 
purchase fund. 

6. See schedule attached. 

7. Formerly, provisions with respect to possible future registration of secu- 
rities directly acquired often appeared in purchase agreements. As a result of 
various rulings, opinions, and discussions leading to the view that securities 
directly acquired could not thereafter be effectively registered, inclusion of such 
provisions was generally discontinued by us prior to 1949. 

Very truly yours, 
CHARLES G. TAYLOR, 
President. 
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STUDY OF SECURITIES AND EXCHANGE COMMISSION 1139 


Number of 


issues Amount 





1949: Bonds and stocks: Thousands 
Metropolitan only 2 $314, 344 
Metropolitan and others 777, 289 











1950: Bonds and stocks: 
Metropolitan only 
Metropolitan and others 50.6 492, 803 


{ 





100.0 713, 812 








1951: Bonds and stocks: 
Metropolitan only _ - pale ites ! 50.0 264, 628 
Metropolitan and others a 1 EES ; 50.0 1, 320, 468 





1, 585, 096 


~y00.0 | 








799, 981 
2, 590, 560 


Metropolitan only _~_- hp f 55.3 


3 years: Bonds and stocks: 
Metropolitan and others. eae ma 44.7 





100.0 3, 390, 541 
' 


THE PRUDENTIAL INSURANCE Co. oF AMERICA, 
Newark, N. J., May 9, 1952. 
Hon. Louts B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
House of Representatives, Washington, D. C. 

Dear CONGRESSMAN HELLER: We have now assembled the data and are pleased 
to supply the information which you requested in your letter of April 21 ad- 
dressed to Mr. Shanks. We have prepared five exhibits designated schedules 
A to BE, inclusive, which we are enclosing herewith. We believe that these 
exhibits will serve your purposes. 

With respect to your question 1, please see schedules A and B. 

In reply toe question 2, see schedule C. It is most difficult to generalize as 
to the purposes of this financing, and there is not even a general pattern. Our 
financing includes supplying capital for additional physical facilities, increased 
working capital, repayment of other indebtedness, in some cases the retirement 
of stock issues, ete. 

In reply to question 3, I refer you to schedule D. 

In reply to question 4, I may say that there are practicaily no “ground rules” 
other than that the investment be a sound ene. As you will note from schedule 
D our investments go into practically all segments of industry. We have no 
criteria as to size of the borrower, the nature of its business, or for that matter 
financial status. These factors will vary with each borrower. Our only con- 
cern is that the loan be a sound investment. The smallest single direct place- 
ment financing handled by us in 1951 was for an amount of $50,000. 

In reply to question 5, with but a single exception our company has never 
sold any securities acquired by direct placement except toe or for the account 
of the issuing corporation. The single exception to which I refer was a sale 
in December 1944, when we sold two equipment trust serial maturities due 
February 1 and April 1, 1945. 

In reply to question 6, I refer you to schedule E. 

In reply to question 7, for a number of years practically every one of our 
direct placement loan agreements provided for subsequent registration at our 
request under certain conditions. In the recent past we have eliminated this 
provision in the agreements covering our smaller loans. 

Our company would very much appreciate an opportunity to testify before 
your committee on either or both of the dates of May 20 or 21 as mentioned 
in your letter of April 21, and we will be glad to furnish you with the requested 
12 copies of our statement which should take between 20 and 25 minutes to 
deliver. 

Very truly yours, 
CALEB STONE. 
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STUDY OF SECURITIES AND EXCHANGE COMMISSION 1143 


ScHEDULE D.—Schedule of direct placement acquisitions of all types in calendar 
years 1949-51 by type of business—par values (000’s omitted) 





1949 1950 | 








Type of business Num- | Num- Num- 


ber of |Par value) ber of |Par value’ ber of |Par value 
issues issues issues 





| | | 
Political subdivisions 1| $3,696 | ’ $44, 377 
R 








Ss: 
Equipment trusts 
Transportation equipment 


Total railroads 
Public utilities: 














Total public utilities...............___. | 1) 8 5\ &l, 90, 353 


Industrials: peng 3 
Automotive: 








Building materials and equipment: 
Equipment 
Material 


| 


2 38, 250 


"2 000 ; ‘ 
2, 000 ; 2, ; 15, 200 


Electrical products: 
Electrical Pee ‘ iw ‘ 3, 750 
Radio, television, and electronics... .__-| : ‘ 5, § : 9, 800 


Tee... ss San See tevin x ae Sicdal r ‘ 5! ! 13, 550 
Finance companies: } 

Installment financing.................._| } ; 18, 500 : 4, 000 

ES 2 6, 000 : 20, 000 10, 600 


i canieddie thnks dentedscatinineds | g 7, 500 i 38, 500 14, 600 


Food: 
Anima] feed 
Baking and biscuit. __.___. 
Beverages and confectionery 
Dairy ‘ex 
Packaged foods...........__- oe eee 


‘Household appliances and furnishings: 
pS 0 LE 0 FF CLTLED PEN 
Furnishings 





23578—52—pt. 





1144 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


SCHEDULE D.—Schedule of direct placement acquisitions of all types in calendar 
years 1949-51 by type of business—par values (000’s omitted)—Continued 





| 
1949 1950 1951 





Type of business 7 peen. 


Num- 
ber of |Par value! ber of Par value) ber of |Par value 
issues | issues issues 








Industrials—Continued 
Machinery and supplies: 
Air conditioning ona refrigeration 
Cutting tools and brasives 


Farm and dai 
Industrial ackineey and equipment - -. 











Merchandising: 
hemicals, laboratory and apse: 
equipment_. Se. al pagel ana 
Department and specialty stores. ; 45, 100 
la ‘ 4 | 400 
500 
2, 500 
2, 500 








51, 450 











Iron and steel: 
Fabrication__ 
uce;rs____ 
Refractories__ 








Office equipment 
Optical equipment 








Nemes and pulp: 











Petroleum and allied industries: 
Distribution and transportation : t 
Equipment and service ; 15, 700 
Integrated 


Production { 1 16 100 
32, 550 


Total 
Radio and television broadcasting . codcmugid 13, 500 
aprons ouuiptnent Siok cleahien 





Shipping. 
Shoe manufacturing 




















49, 162 | 
75| 318,283| 91 | 451,673 
421,546 | 99 | 587,453 
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1146 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


New York Lire INSuRANcE Co.—DatTaA CONCERNING Drkect PLACEMENTS RE- 
QUESTED BY THE COMMITTEE ON INTERSTATE AND FOREIGN COMMERCE OF THE 
HOUSE OF REPRESENTATIVES 


By letter of April 21, 1952, addressed to President Devereaux C. Josephs, of 
the New York Life Insurance Co., the Honorable Louis B. Heller, chairman of 
the Committee on Interstate and Foreign Commerce, requested data on direct 
placements for the years 1949 through 1951 under seven topics. These topics, 
together with requested data, are as follows: 

Topic 1—If your company engaged in direct placements, state the extent of 
such participation. The enclosed schedules indicate the type of information 
we should like to obtain. Show data for equity and nonequity securities sepa- 
rately. 

Answer.—The data requested are set forth on sheets annexed hereto and 
marked “Exhibits A and B.” 

Topic 2.—Show in general terms the types of business of your borrowers and 
the general purposes for which such direct loans were made. 

Answer.—The data requested are set forth on sheets annexed hereto and 
marked “Exhibit C.” 

Topic 3.—Indicate the principal types of direct placement issues in which you 
participated. 

Answer.—The term “types of direct placement issues” has been interpreted 
to mean the type of security instrument involved. On this basis, the data re- 
quested is set forth on the sheet annexed hereto and marked “Exhibit D.” 

Topic 4.—Describe the minimum or basic standards, if any, as to size of bor- 
rowers, nature of business, financial status, etc., which you apply in the con- 
sideration of direct placement loans. 

Answer.—The New York Life has no minimum or basic standards with regard 
to the size of borrowers or the nature of their business. Each investment must 
comply with the standards for legality set forth in the insurance law of the State 
of New York. As for the borrowers’ financial status, the company does not em- 
ploy formulas of any kind; each case involves a decision, based on judgment, as 
to the ability of the borrower to service the proposed debt. The same analysis of 
facts, scrutiny of safeguards, and application of judgment is employed regard- 
less of the route for financing—direct or public—chosen by the borrower. 

Topic 5.—If your company has resold any direct placements, indicate the extent 
thereof. 

Answer.—The data requested are set forth on the sheet annexed and marked 
“Exhibit E.” 

Topic 6.—Indicate the extent to which your company participated with other 
companies in direct placements (percentage of total number of issues and 
amounts involved). 

Answer.—The data requested are set forth on the sheets annexed and marked 
“Exhibits F and G.” 

Topic 7.—Indicate the extent to which agreements for direct placements have 
any provisions for the registration of the securities purchased. 

Answer.—The data requested are set forth on the sheet annexed and marked 
“Exhibit H.” A representative provision for such registration of securities is as 
follows: 

“This company agrees that after the execution of this agreement and so long 
as you shall hold any of the bonds, if at any time this company shall determine to 
take action to register any of its securities under the Securities Act of 1933, 
as now in effect or hereafter amended, it will upon each such determination (un- 
til the bonds shall have been registered under said act) promptly give you notice 
of its intention in that regard and, upon your request in writing made within 1 
week after the receipt by you of such notice, this company will at the same time, 
at its own expense, use its best efforts to register the bonds under said act if 
and when such other securities are so registered, and to cause such registration 
te become and remain effective and, if required in connection with such regis- 
tration, this company will use its best efforts to qualify the mortgage as sup- 
plemental under the Trust Indenture Act of 1939, as now in effect or hereafter 
amended.” 
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STUDY OF SECURITIES AND EXCHANGE COMMISSION 1149 


Exnuyrsrr C 
QUESTION No. 2 


Direct-placement acquisitions during 1949-51 (classified as to types of business) 
(Thousands of dollars) 


Number Percent 
of issues of total 
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1 Includes $26,591,000 exempt securities. 

2 Includes 2 preferred-s tock issues ae & to $2,850,000. 
3 Includes | preferred-stock issue amounting to 000. 
4 Includes | preferred-stock issue amounting to $2,550, 000. 
5 Includes 1 preferred-stock issue amounting to $1,000,000. 

¢ Includes $1,900,000 exempt securities. 

"Includes 1 preferred-s issue amounting to $3,000,000. 


Direct-placement acquisitions during 1949-51 (classified as to purpose) 


[Thousands of dollars] 








Plant and equipment ! ?__....... 
tal 











$7,650,000 
$1,000,000 preferred stocks. 
$1/350, 000 preferred stocks. 
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Exuisit H 


QUESTION No. 7.—Direct-placement acquisitions during 1949-51 (classified as to 
provision for Securities and Exchange Commission registration) 


[Thousands of dollars] 





Does not include vision for Secu- 
Include provision for Securities and rities and Exc Comanission 


Exchange Commission registration | registration ! 
Type of security 





| 
Number | Per- | Per- | Number| Per- 
of issues | cent | A™OUDt | Cont | of issues | cent 


First mortgage 4 228, 108 69. 2 
Debentures i 41, 450 41.1 
§ 2 138, 392 7.8 

14,715 | 32.6 


Total debt issues . 422,665 | 55.2 |" 
Preferred stocks B. 6,000 | 60.0 


428,665 | 55.3 











S) oS) oRSS 


























! Includes $28,491,000 exempt securities, 
2 Includes $%5,725,000 which must first be converted into debentures. 
3 Includes $23,500,000 which may be converted into debentures. 


THE HQUITABLE Lire ASSURANCE SOcIETY OF THE UNITED STATES, 
New York, May 5, 1952. 
Hon. Louis B. HELLER, 
House of Representatives, Washington, D. C. 

Deak Str: I am enclosing herewith the data requested in your letter of April 
21 as to the Equitable’s investments in the direct placement field. 

I do not request the opportunity to appear as a witness at the hearings which 
you have scheduled for May 20 and 21, nor do we plan to submit a statement for 
the record. 

Very truly yours, 
THoMAS I. PARKINSON, President. 


1. Question. If your company engages in direct placements, state the extent 
of such participation. The enclosed schedules indicate the type of information 
we should like to obtain. Show data for equity and nonequity securities 
separately. 

Answer. An analysis of direct placement acquisitions of equity securities is 
shown in the attached schedule A. Similar data for nonequity securities appear 
in schedule B. 

2. Question. Show in general terms the types of business of your borrowers 
and the general purposes for which such direct loans were made. 

Answer. Our borrowers are engaged in many and varied types of businesses 
covering a broad cross section of American industry (manufacturers, distrib- 
utors, utilities, etc.). 

3. Question. Indicate the principal types of direct placement issues in which 
you participated. 

Answer. Debentures, mortgage bonds, notes, and preferred stocks. 

4. Question. Describe the minimum or basic standards, if any, as to size of 
borrowers, nature of business, financial status, etc., which you apply in the con- 
sideration of direct placement loans. 

Answer. We have no minimum or basic standards, whether as to direct place- 
ments or otherwise. Each investment opportunity is considered individually on 
its merits. 

5. Question. If your company has resold any direct placements, indicate the 
extent thereof. 
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Answer. Of a total of 685 direct-placement issues aggregating $3,866,205,000 
which were acquired during the period from January 1, 1935, to December 31, 
1951, 31 issues (4.5 percent) aggregating $131,019,000 (3.0 percent) were re- 
sold in the general market. 

6. Question. Indicate the extent to which your company participated with other 
companies in direct placements (percentage of total number of issues and 
amounts involved). 

Answer. The extent of the society’s participation with other institutions in 
the direct placement of securities is reflected in the following tables. 

Analysis of number of issucs 








Total With other participants 
number | 
ofissues | 
acquired Number Percent 


49 | 16 
54 20 
63 2B 

















Analysis of amounts 


{In thousands] 


| Distribution of participating ara 

j ssues =LAS 
| Without Total percent 

LAS | artici partici- 
tal partici- | | pating of total 
pation | Percent of issues partici- 
| ELAS | ELAS | Others pations 
} tota 








| $223,145 | $132, 951 | $90,194 | 40 | $126,896 | $217,090 42 


| 254,869 | 205,214 | 49,655 | 19 74,740 | 124,395 40 
iiiinanicccane) Qly vee 216, 933 | etal 47 | 407,797 | 506, 586 32 








7. Question. Indicate the extent to which agreements for direct placements 
have any provisions for the registration of the securities purchased. 

Answer. Many of the purchase agreements relating to our securities acquired 
through direct placements include the following paragraph : 

“We agree that after the execution of this agreement and so long as you shall 
hold any of the debentures, if at any time we shall determine to take action to 
register any of our securities under the Securities Act of 1933, as now in effect 
or hereafter amended, we will upon each such determination (until the deben- 
tures shall have been registered under said act) promptly give you notice of our 
intention in that regard and, upon your request in writing made within 2 weeks 
after the receipt by you of such notice, we will at the same time, at our own 
expense, use our best efforts to register the debentures under said act if and 
when such other securities are so registered, and to cause such registration to 
become and remain effective and, if required in connection with such registra- 
tion, we will use our best efforts to qualify the indenture under the Trust Inden- 
ture Act of 1939, as now in effect or hereafter amended.” 
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JOHN Hancock Murua Lire INSURANCE Co., 
Boston, Mass., May 13, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Exchange Subcommittee, 
House of Representatives, Washington, D. C. 


Dear CONGRESSMAN HELLER: We have prepared the information requested by 
you in your letter of April 21, 1952. Our answers to your questions are as fol- 
lows, the paragraph numbers referring to the same numbers in your letter: 

1. The extent of our participation in direct placements is shown on the sched- 
ules attached hereto in the form indicated by you. This aggregates for bonds 
and stocks 218 issues involving $501,084,542. 

2. There are also attached hereto a list showing in general terms, the types of 
business represented by the companies from whom we have purchased securities 
on a direct-placement basis and a list of the general purposes for which the 
proceeds from the sale of such securities were to be used. 

3. During the past 3 years we have acquired securities on a direct-placement 
basis of the following principal types: 

Mortgage bonds 

Debentures 

Promissory notes 

Collateral trust bonds 

Conditional sales agreements for railroad equipment 

Revenue bonds of Government authorities 

Preferred stocks 

Securities including provisions for conversion into other securities 

4. Consideration to the purchase of securities is given regardless of the size of 
the issuer although there may be some instances where the amount of securities 
offered to us does not justify, because of geographical distances, the time and 
expense necessary for us to make an adequate investigation. We may also 
consider it not advisable to purchase securities of certain small companies he- 
cause there is no assurance of continuity of adequate management. As a matter 
of general policy there is no particular legitimate business that we would exclude 
from consideration, but we must, of course, take into account the past history of 
an industry and its future prospects for profitable continuation to such an extent 
that we would be able to recoup our investment with interest in full. The 
financial status of a company is very important. Standards, so-called, differ 
greatly for public utilities, industrial concerns, railroads, and Government au- 
thorities. We must consider the nature of the business and the relationship of 
the amount of proposed securities and other debts to the value of the issuer's 
plant, investments, working capital and other assets or resources. A record of 
a satisfactory trend of earnings is necessary. Although we determine certain 
percentages and ratios in relating financial data, each case must be considered 
on its own merits. Provisions and covenants in the documents relating to the 
securities must be evaluated. Al!l of these matters are reflected in our determi- 
nation of an interest rate. We do not differentiate as to the issuer’s size, nature 
of business, or financial status, or terms of the securities between securities 
offered as a direct placement or a so-called public offering. 

5. It is not our general practice to sell securities acquired as direct placements 
but in no case do we agree that we will not sell. We have during the past three 
calendar years, sold securities originally acquired as direct placement as follows: 


Number of 














6. Reference is made to the schedules attached showing the number of issues 
and amounts of securities acquired by us as direct placements. Of these (bonds 
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and stocks) the following represents the extent of transactions in which other 
companies participated : 








Percent of our total 





Number 
of issues Amounts 


Number 
of issues Amounts 





. 28 $84, 569, 000 
25 65, 625, 000 
61 173, 358, 242 


114 

















7. It has been our custom to include in some purchase agreements, but not all, 
provisions to the effect that if at a later date the issuing company intends to 
register any securities under the Securities Act of 1933, it will notify us of its 
intention and upon our request it will register the securities previously sold to us 
if such registration is possible under existing laws and regulations. 

Very truly yours, 





Pau F. Crarx, President. 


SECURITIES ACQUIRED AS DrrRECT PLACEMENTS Durine 1949, 1950, AND 1951 


TYPES OF BUSINESS OF ISSUER OF SECURITIES 
Industrial : Metals and mining (nonferrous) 
Agricultural products Oil: 
Aluminum Production, refining and distri- 
Armored car service bution 
Automotive, aircraft and sundry Pipeline 
parts Packaging materials 
Batteries aper 
Building materials Pharmaceuticals 
Candy Photographic equipment 
Canning Real estate 
Carpets Rubber 
Chemical Shoes 
Coal, mining and distribution Steel 
Construction Sugar 
Cosmetics Synthetic fibers 
Drugs Textiles 
Electric or electronic supplies or Textile equipment 
equipment Watches (distribution ) 
Felt Public utilities: 
Finance Electric 
Food products Gas: 
Furniture Distribution 
Garage Transmission 
Glass products Telephone 
Liquor Water 
Machine tools Railread 
Meat packing Government authority (toll road) 
Merchandising Educational institutions 


GENERAL PURPOSES FOR WHICH PROCEEDS FROM SALE OF SECURITIES WERE TO BE USED 


Construction of plants and equipment 

Construction of facilities for educational institutions 

Construction of toll road 

Acquisition of plants and/or equipment 

Acquisition of other companies 

Additional working capital 

Refunding of debt 

Refunding of stocks 

Loans to subsidiaries for construction of plants and for working capital 
To pay Federal income taxes 


NoTe.—In some cases the proceeds from securities were actually used to pay short-term 
debt obligations, but we have considered for the purposes of this schedule that such pro- 
ceeds were used for the original purpose for which the short-term debt was incurred. 
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1160 sTUDY OF SECURITIES AND EXCHANGE COMMISSION 


Tur NORTHWESTERN MUTUAL Lire INSURANCE Co., 
Milwaukee 2, Wis., May 7, 1952. 
Hon. Louis B. HELLEr, 
Chairman Securities and Exchange Subcommittee, 
House Office Building, Washington, D. C. 

Dear Mr. Hetter: We submit the accompanying data and information in 
response to your letter of April 21. The numbers here used correspond to the 
numbered items in the foregoing letter. 

1. This company engages in direct placement financing and as engaged in this 
type of activity long prior to the Securities Act of 1933. Securities acquired at 
direct placement in 1949 represented 52 percent of total securities acquired (ex- 
cluding U. S. Treasury obligations); in 1950 this figure was 61 percent and 
in 1951, 82 percent. Data relative to direct placement acquisitions, classified 
between debt obligations and stock issues, size of acquisitions, type of business, 
ete. are shown on exhibits 1—A, 1-B, 1-C—49, 1-C-50 and 1-C-51. 

2. Exhibit 2~A shows the distribution of direct placement acquisitions for the 
years 1949, 1950, and 1951 by classes of borrowers. Our analysis of direct place- 
ment acquisitions made for the 12-month period ending April 30, 1952, shows 
that 84 percent of the dollar volume of such financing was for defense support- 
ing industries. Of this amount, 72 percent is for plant and equipment and 12 
percent is for working capital and miscellaneous purposes. Approximately 82 
percent of all the funds obtained by direct placement acquisitions was for 
plant and equipment expenditures, 14 percent for working capital and 4 percent 
for debt reduction. 

3. The principal types of direct placement issues in which this company 
participated are shown in exhibit 3—-A. 

4. Northwestern has not established specific minimum and specific standards 
relative to direct placement acquisitions. Expenses incurred in acquiring issues 
increase in inverse proportion to size, and issues of $100,000 or less are very 
expensive to handle. Each individual direct placement is studied, analyzed and 
investigated by members of our securities and investment department staff. 
This investigation usually requires field examination and extensive discussions 
with the issuer’s management relative to its operating, earnings and financial 
record, research, marketing and other plans and long-term prospects. Staff 
members traveled over 100,000 miles in 1951. 

5. In the period 1935-April 30, 1952, but excluding sales to issuers for sink- 
ing fund or debt retirement programs, Northwestern Mutual has sold securities 
totaling less than $11,000,000 which were initially acquired at direct placement. 
Of this amount $1,957,000 is represented by stock issues listed on the New York 
Stock Exchange—$8,160,000 is represented by three high grade first mortgage 
bond issues, maturing in 1956, 1958, and 1961. The bonds were sold to large 
investors, including public and private pension funds and the proceeds were re- 
invested by Northwestern Mutual on a longer term basis at substantially higher 
yields. The total of the foregoing sales represents less than one percent of total 
direct placement acquisitions made in the period 1935-51. It is our usual practice 
to take securities acquired at direct placement in large denominations. Their 
marketability is therefore largely confined to other institutional investors and 
not the general public. 

6. This company has participated with a number of other life insurance 
companies, pension trusts and endowment funds, the extent of such participation 
is shown in exhibit 6—A. 

7. A substantial number of all direct placements have provisions for the regis- 
tration of the securities purchased in the event that a subsequent similar issue is 
to be registered. We have never sought to use these provisions. 

Direct placement financing to obtain needed capital has been selected by a great 
number of issuers in preference to other alternative methods. It is North- 
western Mutual’s view that to require mandatory registration of all issues places 
an undue and unnecessary burden upen business concerns that through their 
own decisions wish to avail themselves of the flexibility and economies in time 
and expense that direct placement financing affords in raising capital. This 
company will therefore file a statement and, as we telegraphed you on May 5, 
we desire to have Donald C. Slichter, vice president of the bond department, 
appear as a witness. Twelve copies of our statement will be filed with the 
Securities and Exchange Subcommittee not later than May 15. 

Yours very truly, 
EDMUND FITzGcerALp, President. 
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STUDY OF SECURITIES AND EXCHANGE COMMISSION 1165 


Exuisit 2-A.—Types of business of borrowers, 1949-51 
{In thousands] 
PUBLIC UTILITIES 









































1951 1950 1949 
Number | Amount | Number | Amount | Number | Amount 
tins anc, ndicdnensedddanendanead 28 | $32,969 18 | $21,709 17 $23, 188 
a ckns inde cncckddceabanndicdiddadess 7 12, 454 4 27, 866 12 21, 230 
p ER OS Te EES: 4 2,129 8 12, 158 3 3, 850 
WN cdncthinonedisiiaaimoenpeadinniio€ 3 , 050 7 4,147 ll 6, 581 
| ees ea eee eee | j 1 1,710 1 1, 980 1 180 
AR ERENS SD ALAR Sarr eee 43 50, 312 48 67, 860 44 55, 029 
INDUSTRIAL 

2 $9. 400 

2 3, 500 

2 909 

1 1,000 

3 7, 400 

2 2, 900 

2 2, 300 

1 1,000 

1 2, 000 

6 9, 539 

4 4, 500 

q 13, 828 

1 1,550 

‘ 18, 141 

1 1,000 

3 4, 930 

7 4, 437 

2 2, 650 

2 9, 500 

| 


























1166 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


Exurmit 3-A.—Principal types of direct placement issues acquired, 1949-51 
[In thousands} 








er | 
| 1949 | Percent 1950 | Percent 





a trust certificates 
il production payment 





100 











Exuisit 6-A.—Direct placement participations with others, 1949-51 





{In thousands] 





Total Northwest- 


se ae ong Life | Northwestern Mutual Life Insurance Co. participations 
direct place- with others 
ments 





| 
North- 
western 
Direct | Mutual 
loans | Life In- | 
| surance 
Co. part 


Number 


of loans | A™ount 











Percent Percent 

$103, 834 68 | $88,701 85 | $614, 217 

142, 575 4 87, 195 61 | 545,923 
' 

















4 
158, 795 45 | 109, 136 | 69 | 900, 267 
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STUDY OF SECURITIES AND EXCHANGE COMMISSION 1169 


Purpose of issue, direct placements (bonds, etc.) 
















































































{In thousands of dollars] 
Plant and Working 
Refunding equipment capital Total bonds 
0 5, 983 0 5, 983 
0 12, 546 0 12, 546 
7, 367 17, 712 0 25, 079 
2, 193 70, 685 0 72, 878 
1, 348 5, 482 0 6, 830 
0 1, 836 0 1, 836 
1, 677 3, 448 0 5, 125 
12, 585 99, 163 0 111, 748 
11.2 88.7 0.0 100.0 
22, 286 250 34, 494 57, 030 
10, 962 8, 389 110 19, 461 
8, 182 59, 563 0 67, 745 
400 34, 101 0 34, 501 
2, 002 6, 854 2, 553 11, 409 
6, 504 4, 681 275 11, 460 
11, 752 2,175 1, 925 15, 852 
7, 000 5, 800 0 12, 800 
1, 400 7, 282 0 8, 682 
3, 035 5, 420 529 8, 984 
Eivebinninestonsendieccdanscas 13, 670 32, 351 11, 337 57, 358 
Subtotal industrial._..................... 87, 193 166, 866 51, 305, 282 
Std dintnaniicbemadiotmmtindemastidane-ennel 28. 6 54.6 16.8 100.0 
EE a ee 99, 778 284, 558 51, 223 435, 559 
QUIS 4dbdendcusenahetnndndiipalinchatneases 22.8 65. 4 11.8 100.0 
PoeletS Get ccctnidis tes tsssanssstiindenosonse 750 7, 995 1, 500 10, 245 
Direct placements, types of business, 3-year totals, 1949-51 
{In thousands of dollars} 
Bonds Percent P oe Percent 
RON ti cick Debpnhesis nsnedt-Aeininaniicbiteoerd 5, 983 S| Seer eee: a ner 
Railroad equipment__.......................-.. 12, 546 | 2.9 |. ‘ a 
Publie ty: 

Electric light and power.................... 25, 079 5.7 3, 620 35.4 
RMR de ae ia a a aD 72, 878 16.7 750 7.3 
I iii ihn tas i etindlitti 6, 830 1.6 225 2.2 
-  ERREANISY SAIS SESE SE RS ee aap 1,836 -4 atidhitchien wtlleslintiity 
We dike ncbeits 5, 125 Eee! Bikest-coveieuhimeatmanane 
Subtotal, public utility... 111, 748 25.6 4, 595 44.9 

Industrial and miscellaneous: ' 
ce companies... ........ 2.2... 57,030 13.1 1, 500 14.6 
Food and food processing mS 19, 461 4.5 150 1.5 
PS ESS a RE apa ES 67, 745 SD Rei reed, IA | 
Petroleum,  Neesag ppt companies _.....___. 34, 501 Ved [ocsce cis cabkdphbebcnbbemose 
Rotel we inthis Sb lenisuthlad~ unwell bapdbacice 11, 409 BO Ciccictiul cet deindees 
mo ig is aecaclialihn intimal male cng pveipimenpnds 11, 460 2.6 3, 000 29.2 
eee lg i MMSE dei a TR 15, 852 3.6 | eI a ER 
en =a iu 12, 800 SON les 
extiles.__.__.._. 8, 682 2.0 | 1, 000 9.8 
a meta: 8, 984 2.1 aseyit dbetedidesigedirenen 
Miscellaneous__...... - 57, 358 TEE lenuccetheonieytncaaeesoeaadice 
Subtotal industrials.....................- 305, 282 70. 1 5, 650 55.1 
eS ee oe ee 435, 559° 100.0 10, 245 100.0 




















1170 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


Types of direct placements (bonds, etc.) 


[In thousands of dollars] 





| Secured | Unsecured | ‘Tota bonds 








5, 983 5, 983 
0 12, 546 








Public we ay 
Electric light and power._............- 25, 079 
Gas 72, 878 
6, 830 
1, 836 
5, 125 


> 
~I 


IED ccdicthntabchin pdivncdptgeacsthonbocteceerees 
dbp abenacasncmpdieeuptachodean tte dhndas 





8 


aS 
—— 


aon 


111, 748 
100.0 


putea. public utility 





Industrial and miscellaneous: 
Finance companies. -_--_.......-- 
Food and food processing 
Oil production 
ae integrated companies - 
Retail trade_...._....-. 
Chemical 
Brewing and distillin: 

Pulp and paper 
Textiles 

Nonferrous metals_ .__- 
Miscellaneous 


57, 030 
19, 461 
67,745 
34, 50! 
11, 409 
11, 460 
15, 852 
12, 800 

8, 682 
8, 984 
57, 358 


350, 282 
100.0 


FE 








=| 8.382322 .82 


B 
ao 





435, 559 
100.0 


a 
3 


PIG EE TE ITE TE enc: OT a ts | 259, 016 | 
59.5 


s 
on 











MINIMUM OBR BASIC STANDARDS FOR DIRECT PLACEMENT INVESTMENTS 


Minimum or basic standards for direct-investment operations of an insurance 
company have to be considered in the four major areas in which investments are 
made; namely, securities of railroads, public utilities, industrial and miscel- 
laneous companies, and public agencies. These will be treated very briefly under 
these four captions. 

Railroads 

Direct placements are unusual in this field with the exception of equipment 
financing, often done under conditional sales agreement or equipment trust 
issues. Since these usually involve sizable amounts and are issued by substantial 
companies, the primary considerations are the value of the physical security; 
i. e., of the equipmeut securing the investment and the ability of the borrowing 
railroad to service the debt obligation. 

Public utilities 

Insofar as direct public-utility issues are concerned, we have acquired an issue 
where the total amount was $75,000 and we have participated with other insti 
tutions where the aggregate amount of the issue was as large as $143,000,000. 
It is obvious, therefore, that size alone is not a dominant factor in our consid- 
eration of public-utility issues. 

The various factors which we consider in a direct public-utility issue are the 
same as those considered for a public issue. We check the territory of the com- 
pany to determine stability and prospects for growth. We thoroughly review the 
past operations of the company, check rates, franchises, public relations, manage- 
ment, etc. Financial and statistical data are prepared and various ratios are 
compared with those of other similar companies. In the light of these measures 
the credit determination of the investment is made. 


Industrial and miscellaneous 

It is very difficult to generalize about investments in companies in the industrial 
group because there are such wide variations as between the various types of 
enterprise. 

The size of the company seeking a loan and the size of the loan are given little 
consideration. There is a statutory requirement in New York that an unsecured 
investment by a life-insurance company be to a corporation which has an estab- 





100 0 


7, O30 
19, 461 
7, 745 
4, 501 
1, 409 
1, 460 
5, 852 
2, 800 
8, 682 
8, 984 
7, 358 
0), 282 
100.0 


5, 559 
100.0 
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STUDY OF SECURITIES AND EXCHANGE COMMISSION 117] 


lished minimum record of earnings over a 5-year period and we add the require- 
ment that it have books of record certified by an independent accountant. These 
requirements eliminate many very small borrowers. 

The gasic standards for a direct placement vary with the line of industry in 
which the company operates. If the company has substantial investments in 
fixed assets, usually it igs a larger company and the percentage of debt may run 
higher than otherwise. If the business is highly cyclical, as for example the 
steel industry or machine-tool industry, a smaller debt ratio is usual than would 
be the case for a more stable industry such as consumer goods. 

The basic standards are determined by the segment of industry in which a 
company operates. It might be possible to make an investment in a smaller retail 
operation which by reason of good management and favorable location in a 
growing area is operating successfully. On the other hand, a very much larger 
store may not be entitled to the same credit because of competing stores or 
because of a decline in the shopping value of its location. 

The controlling factors in making an investment are the earning ability and 
balance-sheet condition of the enterprise, the management factor, the stability 
of the business, the future outlook for the industry and for the particular com- 
pany within that industry, and the experience of the industry during the depres- 
sion. These factors are usually weighed by making comparisons of the historical 
performance of the company with others in the same industry as measured by the 
income accounts and balance sheets. An appraisal is made of what the future 
course of the business will probably be and of the industry. An appraisal is 
made of the management factor and of the continuity of management. The 
ultimate decision as to whether the proposal has investment quality or not rests 
on these determinations rather than on considerations of size. 


Public agencies 

There are no minimum standards for these, but each case is investigated on the 
basis of demonstrated or estimated earning capacity, tax revenue, engineering 
reports, and other data available. 


Direct placements sold 
{In thousands of dollars] 








1949 


Consolidated Telegraph & Electrical Subway Co. ancien debenture 274’s, 1960__ _- 
Continental Can Co., Inc., debenture 3’s, 1965 





1950 


Fruit Growers Express Co. equipment 2)4’s, series K, 1963__- 
Flintkote Co. $4 preferred 








Orlando, Fla., sewer-revenue 3's, 1964-78_...................-.....-.---.. 
Central linois Light Co. first-mortgage 34's, 1963___- 

Southern California Edison Co., first and re funding mortgage 3\%’s Ss, 1964__ 
E! Paso Natural Gas Co. convertible debenture 39's, 1963 

Peoples Gas Light & Coke Co. first and refunding mortgage 3’ s, G, 1961. 
United Gas Corp. first-mortgage and collateral trust 234’s, 1967 
Minneapolis-H oneywell Regulator Co. debenture 2.85’s, 1963 

Warren Petroleum Co. 3 percent equipment trust certificates, 1951-54. 


Total direct placements sold 





Excludes sales to issuer or its nominee for retirement or refinancing. 
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Direct placements in which others participated 
[In thousands of dollars} 
BONDS 





With other participants Total 





pe panes \ Amount A mand Amount 





43 116, 420 24 27, 983 67 144, 403 
51 87, 824 52 103 151, 804 
56 95, 959 41 97 139, 262 


150 300, 203 117 356 267 435, 559 

















PREFERRED STOCKS 





1 150 | 
10 9, 120 
3 95 | 














14 10, 245 | 10, 245 











Note.—There were a total of 141 different participating institutions during this period. They included 
other life-insurance companies, insurance companies engaged in forms of insurance business other than life, 
savings banks, commercial banks as trustees for pension funds and other trusts, direct pension funds, fra- 
ternal organizations, colleges, State pension and other funds. 


7. The seventh question raised in your letter relates to the extent to which 
direct placement agreements provide for registration of the securities. In the 
early thirties various provisions dealing with possible registration were used in 
direct placement agreements but for a long time now it has been very uncommon 
to make any such stipulation. Since registration is a burden in time and ex- 
pense to the borrower, we have not sought to impose what we have regarded as 
an unnecessary requirement in view of our intention and practice to purchase for 
investment. 


THE TRAVELERS INSURANCE Co., 
Hartford, Conn., May 1, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
House of Representatives, Washington, D. C. 

DeAr Sirk: We have received your letter of April 21, 1952, addressed to Presi 
dent Jesse W. Randall concerning the hearings which your subcommittee wil! 
hoid on May 20 and May 21 relative to direct placement of securities. 

The direct placement method of financing is relatively unimportant in the 
investment policy of this company. In the 3 years 1949-51, inclusive, we made 
security purchases in the aggregate of $794,400,000, of which slightly less than 
10 percent was purchased direct from the issuing companies. 

Inasmuch as private purchases have been and are a relatively unimportant 
factor in our investment policy we do not believe that a statement from us would 
add anything to your record. 

Very truly yours, 
GLappEN W. Baker, Treasurer. 


AETNA LiFe INSURANCE Co., 
Hartford, Conn., May 2, 1952. 
Hon. Louis B. HELLER, M. C., 
Chairman, Securities and Exchange Commission Subcommittee, 
House of Representatives, Washington, D. C. 

DeaBk Mr. HELLER: In accordance with your letter of April 21 with respect 
to direct placements of securities, addressed to M. B. Brainard, president, we 
hereby supply the requested information for the years 1949-51, inclusive. The 
os as numbered below, correspond to the questions as numbered in your 
etter: 
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1. See enclosed schedules. 

2. Types of business: Public utility (electric, gas distribution and transmis- 
sion, telephone), oil, steel and other metal manufacturing, chemical, railroad 
(equipment), paper, food, installment credit, and miscellaneous. Loans were 
made for construction, equipment, working capital, and refunding. 

8. Publie utility and industrial; issues were principally in the form of mort- 
gage bonds, debenture bonds, and promissory notes. 

4. We have no fixed minimum or basic standards but consider each issue on 
its merits, taking into consideration the usual factors including earning power 
(past, present, and potential), capitalization, management, position in industry. 

5. None. 

6. Except for one issue in 1950 in the amount of $3,500,000, we have partici- 
pated with other lenders in all the issues listed in the schedules enclosed. 
Participations : 





. 4 
Amount of #£tna par- (Percent Ztna 
issues 


ticipation participation 





| 
$536, 670,000 | $53, 970, 000 1 
375, 600, 000 36, 200; 000 | 
598, 892,000 | 62, 029, 000 | 


1, 511, 162,000 | 152, 289, 000 1 
| | 





0.1 
9.7 
0.4 
0.1 








7. In most cases where mortgage or debenture bonds are involved, agreements 
provide that if the borrower shall subsequently determine to register any secu- 
rities under the Securities Act of 1933 it will each time notify the lender of its 
intention so to do and upon the written request from the lender, given within 
a prescribed time, the borrower will use its best efforts to cause the bonds to be 
registered, usually at the borrower's expense, under said act. This does not apply 
to the same extent to the preferred stocks and promissory notes. 

In reply to the last paragraph of your letter, we do not desire to appear as a 
witness at the hearings or to file a statement. 

Very truly yours, 
JAMES G. BUTLER, 
Secretary, Investment Department. 
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MASSACHUSETTS MuTUAL LiFe INSURANCE Co., 
Springfield, Mass., May 1, 1952. 
Hon. Louis B. HELLER, M. C., 
Chairman, Securities and Exchange Commission Subcommittee, 
House Office Building, Washington, D. C. 

Dear Mr. Hetrer: This will acknowledge receipt of your letter dated April 
91, 1952. The answers to the numbered questions in your letter are set forth 
below. The information contained therein is applicable for each of the years 
1949 through 1951. 

1. Direct placements make up approximately 2914 percent of our total assets. 
A schedule of our acquisitions in each of the past 3 years in the form furnished 
by you is attached hereto. 

2, Borrowers from the company are engaged in general in business activities 
relating to electric, gas, or water utility operations, real estate, merchandising, 
paper and paper products, machinery and equipment, steel and iron, food 
products, containers, and textiles as well as operations of 27 different types re- 
lating to manufacturing, selling, and the furnishing of services. Such direct 
placements are made generally for the purpose of increasing working capital, 
for refunding obligations, and for the addition of fixed assets. 

3. During the years 1949 through 1951, this company participated in direct 
placement issues of first mortgages bonds of public utility companies and in 
issues of debentures and notes of companies engaged in a wide variety of in- 
dustrial and commercial activities. Direct purchases of preferred stocks have 
been minor. 

4. This company does not have any minimum or basic standards with respect 
to the size of an issuing company, the nature of its business, or its financial status. 
We do, however, in general require that the standards of stability, the ability to 
make interest and principal payments and over-all security be met by each is- 
suer. Issues of very large and of rather small companies have been purchased. 
The nature of an issuer’s business is considered principally in relation to the 
industry in which it operates, its ability to meet existing competition therein and 
the prospects of the industry rather than to its conformance to some arbitrary 
standard. While this company does not have any minimum or basic standards 
applicable to all companies, standards are formulated for each industry and 
for each issue on the basis of data descriptive of the industry and of the busi- 
ness and financial condition of the issuer. Information with respect to a par- 
ticular company and its operations is obtained directly from the company, from 
brochures furnished by brokers and from reports of qualified firms specializing 
in the industry involved. Audited financial statements for recent years and 
earnings for a long period of years are analyzed. The foregoing information 
covering the operations and financial condition of the issuer is considered in 
relation to the requirements of the particular business, the principal amount of 
the securities to be issued and the margin of safety with respect to repayment 
of principal. The character and value of the company’s assets, the experience 
of its management and the prospects of the business are adidtional factors con- 
sidered in determining whether the issue will be adequately secured. 

5. We have sold for the account of five different institutions five direct place- 
ments, totaling approximately $6,000,000, which we owned for periods ranging 
from 3 to 12 years. 

6. In 1949, 1950, and 1951 our participation in bonds and stocks purchased di- 
rectly was as follows: 





} 
Number of issues purchased __-.__.__._.--......--.--..- wee 52 
| 


Number of issues where we bought 100 percent. __- 29 
Number of these issues where we participated with others and 
percentage of total issues purchased } 23—44.2 37—57.8 40—54. 
Amount of issues where we purchased 100 percent.__. ....-| $19,896,000 | $13,874, 000 $32, 941, 000 
Total amount of issues in which we participated with others._| $244, 930,000 | $304,942,000 | $575, 456, 000 
Our participation | $25,249,000 | $28,108,000 | $29, 235, 000 
Percent our participation in issues we shared with others 10.3 | 9.2 5.1 








7. None of the direct placements which we have purchased contains any pro- 
Visions making it mandatory that securities be registered immediately. In most 
cases agreements have provided that if the issuer registers other securities, it 
will, at our request, register the securities held by this company if such securities 
are then registerable under the Securities Act of 1933. 

Very truly yours, F. J. KALMBACH. 


23578—52—pt. 2 15 





"ATUO 4004s pesiajoid 918 SoNss] GAOGE 9} JO [| V—'aLON 





OF ‘T | o wot t | 0 001 CLL ‘Z ‘ ’ , £7 RESO Ho jaune on ad: de Bs 1810.1, 


0g 09% I | "Lg 4 a 
008 0S I 9% 
ool 009 Zz \ 


























18703 JO |(SpuBsnoyq}); [e103 Jo eqn N | [8303 Jo (spuvsnoy))| [8707 jo 1830 JO |(Spuvsnoy}); [8309 Jo 
quo019g [830., queol0g _ re [®30,L yu9010d . 1830, yus0l0d 


yunoury | sanss] r qunoury sonss] qunoury 3 (spussnog)) eseqound Jo o8}s 





























IS6I IVeA IEpUETEDH OSGI IBAA IBPUITED 6FGI IBAA IBPUTTVO 


19-6761 
sive uvpuazpo sof asvyoind fo az18 fig (y2078 uowwod so passafasd sayjayn Burzooipur) yI078 fo sadfj ppp fo suowyisinbov puawaonid yoaurp fo aynpayoy 


“Aueduioo mod Aq poynboe yunoure oy} Ajuo veil ‘suojjedjorjsed Auedui00- ee jo esuo UT “re04 | ULYR B10NT JO AZLINGBUT 07 S19} GIL SeT}INdes OpNypUy] ; 
; 





Low ‘ie _| oo | oon‘ 


aL 





| 
| 6 


992 ‘09 


L6¥‘S 
080 ‘¢ 
HOT “62 
022 ‘EI 
91.6 
6vI$ 


2 
7 











000‘F$ 01 T00‘ss 

~*~" 000°S$ 03 100°Z$ 

000°Z$ 03 L00*I$ 

MGR 
BRE eS ti 
BL ee oe 1D) SD ah: mane Se abate eae 00T$ 09 dp 


1830} Jo |(spuvsnoy3)| 18303 Jo re90s 0 |(epuwenona)| 72903 Jo _ | 18303 30 |(spuesnoyy)| 18703 Jo ; 
queued | [OE | yusowwg | PAN | taeored | 10, | yasosag | 7°9%™N | guooag | pwyog, | yusosag | AEN 


asso 
one 


CO DIO | > 
A 


et 
aAoonae 


£' 
6° 
£" 
z" 
I 


a“ 
— 















































qunoury senss] qunoury | sanss] qunoury sonss] (SpuBsno 44) UBOI JO aa}g 


Z 
o 
wD 
@ 
Z 
rs) 
a) 
o 
: 
a 
a 
Qa 
4 
n 
= 
24 
a 
=) 
Q 
ras) 
Nn 
m 
=) 
~ 
(=) 
E 
72) 





TS6I IB04 IUpUTTeO OS6I AB04 IBPUTTeD 6661 IBA IUpUOTeD 











1 19-6761 
suvah appuajvo sof uno) fo azis fig ‘(syo0js butpnjoxa) ‘aja ‘sajou ‘saanquagap ‘spuog fo sadhj jp fo suoipsinbow Juawaonjd-jrearp fo aynpayoy 


1176 





NOTE." AU OF LIE QDOVE DSUSS Gt Pe Ieer ens SOR RD © 


STUDY OF SECURITIES AND EXCHANGE COMMISSION 1177 


EqQvuiIras_e Lire INSURANCE Co. oF IowA, 
Des Moines, April 25, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Brchange Commission Subcommittee, 
Committee on Interstate and Foreign Commerce, 
House Office Building, Washington, D. C. 

Dear Str: Your letter of April 21, 1952, addressed to our president, Mr. F. W. 
Hubbell, has come to the attention of the writer inasmuch as Mr. Hubbell is out 
of the city until May 1. 

I have had answers prepared for the seven questions that you have pro- 
pounded and they appear herewith in the same order that you have asked them. 
Also attached you will find the appropriate tables which we have had prepared 
on your forms. 

1. The enclosed schedules show the extent of this company’s participation in 
direct placements for the years 1949 through 1951. 

2. We have made direct loans to borrowers in a wide variety of businesses, 
including electric and gas utilities, natural gas pipelines, telephone companies, 
wholesale and retail grocery companies, department and specialty stores, paper 
manufacturers, printers, barge lines, small loan and finance companies, distillers, 
aluminum companies, electrical equipment manufacturers, meat packers and 
others. The loans made were primarily for the purpose of financing property 
additions and/or increasing working capital of the borrower. 

3. The principal types of direct placement issues in which we participated in- 
cluded mortgage bonds, debentures, notes, conditional sales agreements for 
railroad equipment, and preferred stocks. Most of the debt securities were 
either serial obligations or included provisions for sinking funds. 

4. We have no rigid mminimum standards as to size of the borrower. We 
made one direct loan of $50,000 to a company with only $248,000 of total assets, 
although most of the companies are substantially larger. The smallest public 
utility to which we have made a direct loan has total assets of some $736,000. 
As to nature of business, we generally prefer companies where there is a reason- 
able degree of stability and businesses which have an economic importance. We 
do not like to have a company concentrating on a single specialty product. As in- 
dicated in the answer to question 2, we make loans to companies engaged in a 
wide variety of businesses, where their earnings and asset position is sufficiently 
favorable. We maintain high standards with respect to the financial status of 
a company, although the standards vary with the type of business in which a 
company is engaged. Ordinarily we do not like to see funded debt exceed 25 or 
30 percent of an industrial company’s capitalization, although a considerably 
higher ratio is acceptable for public utilities. We require that working capital 
be adequate to meet the normal needs of a company, but the actual requirements 
differ considerably between different types of business. We require that a com- 
pany be well established and have a satisfactory record of earnings over a period 
of years, and that it be in a strong competitive position. 

5. In 1949 we resold two direct placement issues—one of $100,000, another of 
$150,000. No direct placement issues were sold in 1950 or 1951. 

6. This company participated with other companies in connection with most of 
the direct placements acquired during the years 1949 through 1951. Of the 
total direct placement issues acquired by this company in 1949, 91.7 percent were 
those where other companies participated. In 1950 the percentage was 82.3 per- 
cent and in 1951 81.8 percent. Based on the total dollar amounts involved in 
1949, 92.3 percent of total direct placements acquired here were those in which 
we participated with other companies. The ratio in 1950 was 74.4 percent and 
in 1951, 95.5 percent. 

7. Of the 51 direct placement issues which we acquired during the years 1949 
through 1951, 24 contained some provision with respect to possible registration 
of the securities with the Securities and Exchange Commission, whereas 27 con- 
tained no such provision. In other words, 47 percent of the total contained such 
a provision. 

Relative to the last paragraph of your letter, may we thank you for the in- 
vitation to appear at the hearing on May 20 and 21. We will, however, have to 
regret. We are having a meeting of our board of trustees on May 23, the pre- 
paration for which will occupy President Hubbell for most of that week. Several 
other of our officers will be away on previous commitments and therefore we will 
not have anyone available at that time. 

Very truly yours, 
JAMES H. WINDSOR, Financial Vice President. 
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Paciric Mutua Lire INSURANCE Co., 
Los Angeles, Calif., April 30, 1952. 
Representative Louis B. HELLER, 
Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D. C. 

DeaR Mr. HELLER: This is in reply to your letter of April 21, 1952, on the sub- 
ject of direct placement of securities, upon which hearings are to be held before 
the subcommittee of which you are chairman. I am planning a trip to New York 
at the approximate time of the hearings; so, it will be convenient for me to ap- 
pear before your committee to testify. In any event, I shall file a statement 
for the record at least 5 days in advance of the hearings. If you desire to have 
me testify, 30 minutes’ time should be ample. 

Pacific Mutual has been interested in the private placement of securities for 
a number of years, but has been most active in the field since 1947. Attached 
hereto you will find answers to the various questions propounded in your letter. 
Our activities in this field have been attended with considerable success, and 
we expect to continue our interest in it. 

In considering the desirability of requiring registration of direct-placement 
securities under the Securities Act of 1933, I believe that your committee should 
understand that the investors concerned are institutional in character and are 
represented by competent professional personnel who are quite capable of ob- 
taining full disclosure of the facts necessary to determine the quality of the 
securities offered to them. It is our belief that these securities reach the hands 
of those investors most capable of absorbing them at prices which are set in a 
free market. Pacific Mutual has had no difficulty in obtaining an adequate par- 
ticipation in this type of security. 

During the next few days I shall prepare a statement for filing with your 
committee ; and, if you desire to have me testify, please notify me. 

Very truly yours, 
Asa V. CALL, 
President. 


Pactric Murua. Lire INSURANCE Co. 


Question 1. If your company engages in direct placements, state the extent 
of such participation. The enclosed schedules indicate the type of information 
we should like to obtain. Show data for equity and nonequity securities sep- 
arately. 

Answer. The two tables which are attached classify the direct-placement secu- 
rities acquired by Pacific Mutual during 1949-51 by size and by year in which 
the first advance was made. 

At the end of 1951 Pacific Mutual's total assets amounted to $417,180,000 and 
total securities amounted to $184,800,000. Direct-placement loans owned as of 
December 31, 1951, amounted to $31,895,975, and direct-placement preferred 
stocks amounted to $740,058. These direct-placement securities accordingly 
constitute almost 18 percent of the securities portfolio and 8 percent of total 
assets. 

Question 2. State in general terms the types of business of your borrowers and 
the general purposes for which such direct loans were made. 

Answer. The tabulation below shows the diversification by industry of the 
company’s direct-placement loans. Four different types of utility companies are 
Pe or pg and 14 types of industrial and miscellaneous organizations are 
included. 
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Outstanding loans Dec. 31, 1951 


Type of industry Amount ' se , 


Utility: 
Electric __- 
Telephone... 
Water... 
Gas pipeline...__.... 


Total, utility 


Other: 
Appliance manufacturing dies d 
ci. ed OSE ee) age een ‘ia ieiahdetanciotall len ihihape 
NR he de Oe rd a RRS ie Cone eh Ae 
Electric manufacturing -. 
Financial 


Laboratory apparatus. _._...............---. 

Markets. __. $e REE. ORE 
eh TT FES TESS Es a oe on ee ape Fo 
Oil 


Oil equipment and steel_._.._- ad : ehinicandnia 
Salt mining ER Sas alae, 8 heat Sbiwhine Jb See 928, 750 
Municipal..s_............. ines dere eT Re PSEA = aie ae . ; 136, 000 


Total, other : ; 18, 184, 125 








Grand total. ___- Pats tee TCS Pid) See: SO REIT eS Sheree 9 ee | 31,895, 975 





In almost all cases the loans have been made to finance construction of plant, 
but in some cases the loans have been made for working-capital purposes. Oc- 
casionally both of these purposes are involved. 

Question 3. Indicate the principal types of direct-placement issues in which 
you participated. 

Answer. Pacific Mutual's prime interest has been in loans rather than in stocks. 
This is shown by the fact that at the end of 1951 the company’s holdings of 
direct-placement securities included $31,895,975 loans and $740,058 preferred 
stocks. 

Question 4. Describe the minimum or basic standards, if any, as to size of 
borrower, nature of business, financial status, etc., which you apply in the con- 
sideration of direct-placement loans. 

Answer. Pacific Mutual has no minimum limit as to size of direct-placement 
loans, but it has found that loans of less than $100,000 ordinarily are not suit- 
able to this type of operation. In respect to maximum size, the company has 
no established limit, but generally does not invest more than $1,500,000 in any 
one security. Neither of these limits is rigid, however. 

In respect to quality, the company applies the same standards as to securities 
acquired by other methods. Of course, indenture terms are designed to meet 
the varying requirements of each type of business, and the company insists upon 
loans only to borrowers with established earnings and financial records. 

Question 5. If your company has resold any direct placements, indicate the 
extent thereof. 

Answer. Pacific Mutual has resold only two direct-placement issues: $750,000 
New Jersey Turnpike 314’s, 1985, have been disposed of. This is a municipal 
type of obligation in which there is a free trading market ; $750,000 Idaho Power 
Co. 3's, 1978, also were sold. This issue was disposed of because of certain un- 
favorable tax laws in the State of Idaho. 

Question 6. Indicate the extent to which your company participated with ot!er 
companies in direct placements (percentage of total number of issues and 
amounts involved). 
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Answer. At the end of 1951 Pacific Mutual owned 66 direct-placement loans 
amounting to $31,895,975. Of these, 30 loans amounting to $19,165,750 were 
issues in which the company participated with other lenders, including commer- 
cial banks. Accordingly, 45.5 percent of the number of issues and 60.1 percent 
of the amount of loans constituted participations with other companies. 

Question 7. Indicate the extent to which agreements for direct placements have 
any provision for the registration of the securities purchased. 

Answer. In respect to the larger issues in which Pacific Mutual has partici- 
pated, the purchase agreement provides for opinion by counsel that the purchase 
of securities represents an exempted transaction under the Securities Act of 
1933 and that registration is not required. Frequently such agreements also 
include provision that if the issuing company in the future decides to register 
any securities it will, upon request of the bondholder, use its best efforts to 
register the directly placed securities. These opinions and provisions also 
usually apply to qualifications under the Trust Indenture Act of 1939. How- 
ever, We know of no instance where such registration has been requested or has 
occurred. 

In respect to loans to smaller companies of more or less local character, the 
attorney’s opinion states that registration is not required, but the loan agree- 
ment seldom includes provision for future registration. 
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Strate Murvat Lire ASSURANCE Co. or Worcester, Mass. 
Worcester, Mass., April 25, 1952. 
Hon. Lours B. HELLER, 


Chairman, Securities and Exchange Commission Subcommittee, 
House of Representatives, Washington, D. C. 

Dear Mr. Heter: I am pleased to reply to your letter of April 21, giving the 
information requested with respect to direct placements of se‘urities purchased 
by this company. You have asked seven questions. For your convenience, each 
question is set fgrth in this letter and the answer thercto directiy follows. 

1. If your coMpany engages in direct placements, state the extent of such 
participation. The enclosed schedules indicate the type of information we should 
like to obtain. Show data for equity and nonequity securities separately. 

The answer to this question is set forth in schedules attached to this letter, 
as you requested. 

2. State in general terms the types of business of your borrowers and the gen- 
eral purposes for which such direct loans were made. 

The types of business engaged in by businesses to whom we have made loans 
are Many and varied; there is no one general type. Some of the types are large 
manufacturers of steel, aluminum, smaller manufacturers of many different 
types, the chemical, coal, and oil industries, public utilities—electric, gas, and 
telephone—loan companies, wholesale grocers, department stores. It might be 
said that the loans are as varied as industry itself. 

The general purposes for which such direct loans were made were to acquire 
further capital assets, such as plant and equipment, to provide additional working 
capital to pay off short-term indebtedness, and to refinance long-term indebted- 
ness. 

3. Indicate the principal types of direct placement issues in which you par- 
ticipated. 

The types of businesses and purposes of the loans are described under ques- 
tion 2 above. In many of these cases this company was the only participating 
lender. In large cases we participated with other insurance companies, banks, 
and pension funds. : 

4. Describe the minimum or basic standards, if any, as to size of borrower, 
nature of business, financial status, etc., which you apply in the consideration of 
direct placement loans. 

We have not adopted a minimum or basic standard, but have considered each 
case upon its own merits and after complete analysis of all financial statements 
and an inspection of plant or premises. A loan made to a water company or 
public utility, for example, will usually require a different ratio of total assets 
or net worth to the amount of the loan than will a loan to a manufacturing 
concern. We give each case individual consideration and do not have any set 
basic standard. 

Pi sd your company has resold any direct placements, indicate the extent 
thereof. 

We have sold only one direct placement. This scale was to another insurance 
company, a participant in the original placement. We did not wish to participate 
in further financing and sold our securities as the result of our unwillingness 
to participate further. This is the only case of a resale by this company. 

6. Indicate the extent to which your company participated with other com- 
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panies in direct placements (percentage of total number of issues and amounts 
involved). 





Percent Percent 
ph wacnned of total Amount of total 
issues 


amounts 








15 
11 Be 


7. Indicate the extent to which agreements for direct placements have an) 
provisions for the registration of the securities purchased. 

Originally all direct placement agreements provided that if the borrower 
should register any securities with the Securities Exchange Commission, it would 
use its best efforts to register the direct placements upon request of the holders 
of the securities purchased at such direct placements. 

Presently there is Some question as to the power or jurisdiction of the Com- 
mission to register securities that were purchased at a direct placement. The 
right is perhaps theoretical, and lenders of smaller amounts often object to such 
a provision. Since the Commission itself is in doubt as to its power to register 
such securities, and since resale has not been a problem, such resale to the public 
never having occurred, this provision is often omitted in contemporary agreements. 

Thank you for the invitation to appear before your committee at your open 
hearings on May 20 and 21. I regret that commitments already made for those 
dates would prevent my accepting your invitation. 

Yours sincerely, 


13 $6, 464, 000 | 2 
SoS, 0 | 78 
sane 4) 








H. Lapp PLuMtey, President. 
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THE GUARDIAN Lire INSURANCE CO. OF AMERICA, 
New York, N. Y., April 30, 1952. 
Hon. Louis B. Heuer, M. C., 
Chairman, Committee on Interstate and Foreign Commerce, 
House of Representatives, Washington, D. C. 

Deak Sir: We are pleased to submit below our answers to the questions asked 
concerning direct placements in your letter of April 21. 

1, The answer to this question is supplied in the schedule enclosed. 

2. The 3-year total (1949-51) of direct placements of $36,680,600 was com- 
prised approximately as follows: 

Percent 


Publie utilities (electric, gas, and bus transportation) 

Retail stores i ae es 

Pinamite cotapatblet. son i i on i eens 

CORD: I OO so as 

Tne tie es. a ih 5 cic nnns 

PN ii ii A thal asa lla itienc aoe cn lil nit balls etapntaiiectidice 


The industrials cover a wide variety of industries including chemicals, electri- 
cal equipment, plywood, steel, oil, container, rubber, drugs, dairy, ball bearings, 
food, liquor, paint, and aluminum, 

The principal purposes of these direct placements were for plant and equip- 
ment and for working capital. 

3. All of our direct placements except one are bond issues. In the case of 
public utilities, they are almost all first-mortgage bonds. In the case of other 
issues, they are primarily debentures although in a number of cases, there is 
mortgage security. 

4. We do not have any lower limit as to size of the borrower provided the se- 
curity is adequate. The largest direct placement commitment which we have 
made is $3,000,000. The size distribution of our direct placements is indicated 
on the schedule attached. It is not possible to generalize briefly concerning 
minimum standards of lending since they vary so much from one business to 
another. 

5. We have sold one direct placement issue in the amount of $1,583,000 in 
1951. 

6. Over the 3-year period of 74 issues (73 bonds and 1 stock) purchased in the 
amount of $36,680,600, 34 issues (45.9 percent) in the amount of $15,059,900 (41.1 
percent) were taken by us in their entirety. The remaining 40 items (54.1 per- 
cent) in the amount of $21,620,700 (58.9 percent) were purchased by us in par- 
ticipation with one or more others. 

The extent of our participation compared to the total issue ranges from well 
over 50 percent in some instances to less than 1 percent in others. The total of 
our participations represents 3.2 percent of the aggregate amount of $683,881,000 
of such issues taken by all participants including us. 

7. In those issues taken by us in their entirety, there is no provision for rezis- 
tration of the securities. In the case of those issues of large companies in which 
Wwe participated, where such companies already have outstanding registered 
securities, in a considerable number of cases the indentures provide for rezis- 
tration. : 

In view of our considerable interest in the question of direct placements, we 
would appreciate an opportunity to appear and testify before your committee. 
Mr. George T. Conklin, Jr., second vice president, would be the individual to tes- 
tify. He would require approximately one-half hour. 

Very truly yours, 
JAMES A. McLAIN, 
President. 
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JEFFERSON STANDARD LIFE INSURANCE CO., 
Greensboro, N. C., May 5, 1952. 
Hon, Louis B. HEtter, 
Chairman, Securities and Exchange Commission Subcommittee, 
House of Representatives, Washington, D. C. 


Dear Mk. Hetier: In response to your letter of April 21, 1952, I submit the 
following answers to the questions posed concerning our direct placement activi- 
ties for the years 1949 through 1951. Supporting schedules are also enclosed for 
questions 1, 2, 3 and 6, since these questions and answers were adaptable to that 
form. The other answers are complete as written below. 

The questions and answers follow in the exact order of your letter. 

Question 1. If your company engages in direct placements state the extent of 
such participation. The enclosed schedules indicate the type of information we 
should like to obtain. Show data for equity and nonequity securities separately. 

Answer. This company does engage in direct placements. The enclosed sched- 
ule “la. Question 1” shows nine equity placements in the 3 years, seven being in 
amounts from $101,000 to $500,000, and two from $501,000 to $1,000,000. Sched- 
ule “1b. Question 1” shows debt instrument purchases of 64 issues in those years, 
the greatest number and volume by far being in issues of less than $1,000,000, none 
exceeding $2,000,000. 

Question 2. State in general terms the types of business of your borrowers 
and the general purposes for which such direct loans were made. 

Answer. The issuing companies’ businesses (see schedule “2a. Question 2”) 
are varied, including manufacturing, nonmanufacturing, trade, finance, and public 
utilities. In each of the 3 years the combined issues of finance and banking, 
textile manufacturers of all kinds, and newspaper companies, occupied a promi- 
nent position both in number and volume. 

Over the 3-year period roughly 80 percent of direct placements were used either 
for expansion of plant and facilities or to increase working capital. In 1949 
expansion took the largest number and amounts, while in the last 2 years working- 
capital increase has been the greatest single use for the funds, (See schedule 
“2b. Question 2”.) 

Question 3. Indicate the principal types of direct placement issues in which you 
participated. 

Answer. As shown in schedule “3. Question 3’’ more than one-half the number 
and nearly half the volume of direct placements during the 3 years consisted of 
mortgage-bond issues. Senior notes and debentures and subordinated notes and 
debentures, about equal in volume and number, accounted for most of the balance, 
except in 1949 when 20 percent were preferred stocks. 

Question 4. Describe the minimum or basic standards, if any, as to size of 
borrower, nature of business, financial status, etc., which you apply in the 
consideration of direct placement loan. 

Answer. The standards applied in the consideration of direct placement financ- 
ing require that the issuing company, in each case, have demonstrated earning 
power sufficient to service the issue with adequate margin; have sufficient equity 
in its assets to provide cushion against severe decline in such asset values; and 
meet satisfactorily all such tests as integrity and capability of management, 
proper and sound accounting and valuation of assets and earnings, financial ratios, 
trade checks, competitive position, and other complete business and financial 
analyses. We do not set forth in fixed numbers, amounts, mathematical ratios, 
etec., these standards, preferring within reason fo analyze each proposal in the 
light of its own merits and particular situation, and to keep our policy flexible 
so as to be able to adjust for changes in the economy, the industry, or for the 
peculiarities of a single company or industry. 

Question 5. If your company has resold any direct placements, indicate the 
extent thereof. 

Answer. This company has not resold any direct placements. 

Question 6. Indicate the extent to which your company participated with other 
companies in direct placements (percentage of total number of issues and 
amounts involved). 
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Answer. This company has participated in 17 direct placements out of 73 
total purchases in the past 3 years. In all 3 years at least 70 percent of purchases 
have been issues bought by the company alone, and in number over 70 percent 
were bought by the company alone in each year except 1951 (67.9 percent). 
(See schedule “6. Question 6.”’) 

Question 7. Indicate the extent to which agreements for direct placements 
have any provisions for the registration of the securities purchased. 

Answer. The great majority of our direct placements have no provision for 
registration in the future. It is estimated that less than 25 percent of such 
issues, by volume and number, have such provision. No such issues have been 
registered prior to purchase or have provided for such immediate registration. 

We will be glad to furnish you with additional information such as you may 
need for your committee hearings May 20 and May 21, 1952. 

Yours very truly, 
Howarp Howperness, President. 
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1194 sTUDY OF SECURITIES AND EXCHANGE COMMISSION 


Kansas Crry Lire INSURANCE Co., 
Kansas City, Mo., May 13, 1952. 
Hon. Louis B. HELLER, 
House of Representatives, 
Committee on Interstate and Foreign Commerce, 
House Office Building, Washington, D. C. 

Dear Mr. HELLER: This is in reply to your letter of April 21 addressed to Mr, 
Bixby who is out of the city at the present time. 

In view of Mr. Bixby’s previous commitments it would be impossible for him 
to appear as a witness for your hearings on May 20 and 21. Moreover, since we 
have never been particularly active in the private placement field I doubt if he 
would desire to appear before your committee. 

For your records, however, we are returning the forms which accompanied 
your letter, giving a summary of the private placements we have made during the 
past 3 years. Also, below are brief replies to the specific questions raised in your 
letter. 

I trust this information may be of some value to your subcommittee in its 
study of the subject of private placements. 

1. The attached schedule shows the amount of direct placements which the 
Kansas City Life Insurance Co. has made during the past 3 years. We have not 
been particularly active in this field since we are primarily a mortgage company. 
However, we are always on the lookout for direct placements with financiall) 
strong local companies and for participations in private placements of national! 
companies. Usually these latter placements are made through investment bank- 
ing houses. 

2. Our private placements have covered a rather wide range of types of busi- 
ness, including utilities, industrial concerns and retail trade. Generally the 
purposes of the financing have been for capital expenditures and general corporate 
purposes. 

3. We are prohibited under Missouri law to invest in common stock and our 
law on preferred stocks permits us to buy not more than 5 percent of any Class 
of preferred stocks. As indicated by the tables a majority of our private place- 
ments have been in bond and note issues. 

4. We have not established any minimum or basic standards for private place- 
ments but consider each case on its merits. Generally speaking, we probably 
would not make a direct placement with a company having a net worth of less 
than $1,000,000. However, we make numerous mortgage loans to smaller size 
enterprises. 

5. We have not resold any direct placements and do not plan to do so. 

6. All of our direct purchases of preferred stock have been in participation 
with other companies. Of our bond issues, two were made direct without other 
participation. Two other issues involved participation with commercial banks, 
while the other eight cases involved participations with other institutional 
investors. 

7. Generally speaking we provide that the borrowing corporation shall agre: 
to register the securities in the event we later decide to sell them to the genera! 
public in a way that would require registration under existing statutes at the 
time. The corporation of course usually has the privilege of calling the bonds 
in lieu of such registration. 

Very truly yours, 
Henry H. Epmiston, Vice President. 
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1196 STUDY OF SECURITIES AND EXCHANGE COMMISSION 


THe COLUMBIAN NATIONAL LIFE INSURANCE Co., 
Boston, Mass., April 24, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
Committee on Interstate and Foreign Commerce, 
House Office Building, Washington, D. C. 


DEAR CONGRESSMAN HELLER: We appreciate the opportunity to present to your 
committee the data relative to securities purchased by this company on a direct- 
placement basis during the years 1949, 1950, and 1951. In order to keep my re- 
plies in line with the sequence of your requests for information, the following 
numbered paragraphs will correspond with those in your letter of April 21, 1952, 
to me. 

1. The enclosed schedules contain the data. The one equity security was the 
preferred stock of a public utility company. 

2. While the schedules would indicate that 16 issues were involved, it is more 
correct to consider them as 14, because in two cases identical issues were pur 
chased, but they happened to be taken down in different calendar years. The 
business of the borrowers were nine public utilities (including one Canadian and 
one county public utility district) and one each of the following: educationa 
institution, Canadian municipality, steel company, natural gas pipeline, and 
turnpike authority. The major purpose of the loans was to finance new con- 
struction, except for the county public utility district which was purchasing an 
existing privately owned facility. 

3. As indicated in the answers to paragraphs 2 and 4, this company is pri- 
marily interested in the nonequity securities of public utility companies. The 
issues of public authorities or municipalities would rank next. 

4. There is no significant difference in the company’s requirements between 
privately placed and publicly offered securities. Several of the borrowers have 
publicly offered registered securities presently outstanding. 

5. This company has not resold any of its direct placements. 

6. The highest participation of this company was in the case of the educa- 
tional institution; we took 25 percent of that issue. In no other case did we 
take 10 percent. Five participations were for less than 1 percent. The tota! 
amount taken by this company was less than six-tenths of 1 percent of the total! 
amount of the 14 issues, but this figure is distorted by the small participation 
we had in some large issues. It would be more correct to assume that our 
average participation was about 5 percent. 

7. As indicated in paragraph 4, some of the borrowers have registered issues 
presently outstanding. About one-quarter of those issues covered by this study 
have provisions for registration in the agreement. 

If there is anything in the foregoing which needs clarification or further ex- 
planation, please let me know. I appreciate your invitation to appear at the 
hearings, but I do not feel that our experience with private placements, ope: 
ating in the restricted manner in which we do, would contribute materially. 

Yours very truly, 
JULIAN D. ANTHONY, President. 
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1198 sTuDY OF SECURITIES AND EXCHANGE COMMISSION 


LIBERTY NATIONAL Lire INSURANCE Co., 
Birmingham, Ala., May 7, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Erchange Commission Subcommittee, 
House Office Building, Washington, D. C. 

Dear Mr. Hetrer: In response to your letter of April 21, 1952, we are pleased 
to return your two forms which we have filled out dealing with the subject of 
direct loans of life insurance companies. In addition, in order to answer some 
of the other questions covered by your letter, we are attaching a tabulation of 
the loans we made in the years 1949, 1950, and 1951 showing the type business, 
the amount of the loans, whether we were participating with another company, 
the percentage of the total issue handled by us and the purpose of the loan. 

We believe all the questions in your letter are covered by our tabulation except 
the following: 

Question 4.—Due to the fact that each loan presents its own individual charac- 
teristics, we have not endeavored to establish any definite set of standards as 
to size, nature of business, financial status which we apply in the consideration of 
direct loans. In general, however, we expect the borrower to be in good financial 
condition and to have established a stable record of earnings over a reasonable 
period of time. In this connection, when we refer to a strong financial condi- 
tion, this does not mean that we are looking for companies of large size because 
we find there are many very strong companies of small size. 

We are sold on the general type of financing contemplated by the direct loan 
in that the lender and the borrower may sit across the table and work out a type 
of financing which can be individually geared to the needs of the borrower and, 
at the same time, give protection to the lender. A company of our size, in fact, 
has an opportunity to make suggestions as to the indenture terms of publicly 
offered issues. We must buy the issue in the market or refrain from buying it 
just as it is without ever being able to make any suggestion relative to the inden- 
ture terms even though we might think some changes are necessary. This is one 
reason we are so thoroughly sold on the direct type of loan because, in those 
cases, we have the opportunity to negotiate directly as far as the terms of the 
indenture are concerned which makes us feel that we are doing a better job as 
trustee for our policyholders’ funds. 

Having once set up a direct loan on terms which we have negotiated directly, 
we then follow very carefully the operations of the borrower to determine that 
the terms of the indenture are being met. Again, we feel that we are doing a 
better job of handling our trust funds since we are in much closer contact with 
the operations of that borrower as compared with a borrower whose securities 
we purchased in the open market. 

Question 5.—Our company has not resold any of its direct loans. 

Question 7.—You asked the extent to which agreements for these direct loans 
have provisions for the registration of securities purchased. In general, we 
might state that most of the larger loans in which we have participated have 
such agreements but the smaller loans, particularly those where we own the 
entire issue, do not have such agreements. 

Please let us know if we have in any particular failed to give you all the infor- 
mation requested and all of the information needed by your committee to study 
this general subject. You will note we did not fill out the columns “Percent of 
total” appearing on your forms because we did not understand just exactly what 
information should be inserted in these columns. 

Sincerely yours, 
EnNEY A. CAMP, Jr., 
Vice President and Treasurer. 
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1200 STUDY OF SECURITIBS AND EXCHANGE COMMISSION 


Schedule of direct placement acquisitions of all types of bonds, debentures, notes, 
etc. (excluding stocks), for calendar years 1949-51 





i | } 
; \ aad Total Partici- | Percent | 
Type of business ber amount - of total | Purpose of loan 
purchased issue 





5-cent to $2 chain $75, 000 , 0.375 | Working capital. 
Expand and improve 
properties. 
Do. 


Public utility (water)... 300, 000 , 250, 24 


| 
Public utility (electric) _ ____...- 295, 700 | 2,000, 15 
Public utility (gas distribution) . 300, 000 | 1,000,000 | 30 | Do. 
Finance company 430, 000 16, 500,000 | 3 | Working capital. 
Manufacturer: 
Lumber machinery, farm 250,000 | N 250,000 1100 Do. 
machinery; servicer. 
Metallic caskets 600, 000 | N | 600, 000 |100 | Do. 
Department store 125, 000 125, 000 p= | Do. 
Manufacturer, electrical equip- 250,000 | Y |125, 000, .2. | Expand and improve 
ment. | properties. 





} 
} 














Schedule of direct placement acquisitions of all types of stock (indicating 
whether preferred or common stock) by size of purchase for calendar years 
1949-51 


€No purchases) 


CoNTINENTAL AMERICAN LIFE INSURANCE Co., 
Wilmington, Del., May 16, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
Room 1334, House Office Building, Washington, D. C. 


Dear Sire: I appreciate your invitation to appear as a witness before your 
subcommittee, but inasmuch as we have never participated to any extent in what 
is commonly known as direct placement of securities, we have not made a suf- 
ficient study of the advantages and disadvantages of this method of distributing 
Securities to express a worth-while opinion on it. We accordingly do not care 
to appear as a witness. 

Since the SEC was established, we have purchased only three or four small 
issues of securities which were not registered with it. If I recall correctly, they 
are as follows: 

$200,000 Diamond State Telephone Co. 3’s of 1968 

1,500 shares preferred stock of Philadelphia Suburban Water Co. 

750 shares preferred stock of Diamond Ice & Coal Co. 
In each of these instances, we are personally acquainted with the management 
of these companies, they all being local institutions. 


Very truly yours, 
CLAUDE L. BENNER, President. 


BANKERS Lire INSURANCE Co. or NEBRASKA, 
Lincoln, Nebr., May 9, 1952. 
Hon, Lovuts B. HELLER, 
Committee on Interstate and Foreign Commerce, 
Room 1334, House Office Building, Washington, D. C. 

Dear Mr. HEtteR: It is the desire of the Bankers Life Insurance Co. of Ne- 
braska to cooperate with your committee and answer the questions in your letter 
of April 21. 

(1) Schedules are attached indicating the type of information requested. 

(2) In general, our private placement loans to industrial corporations have 
maturities from 10 to 15 years. Loans to public utility companies have matur- 
ities from 15 to 30 years. The majority of our loans are to the smaller industrial 
corporations having net worth from $250,000 to $10,000,000. They are on all 
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types of businesses and geographically located all over the United States. How- 
ever, we seem to have a little larger concentration of loans with companies oper- 
ating mainly in the Middle West and Far West. Our loans are made mainly to 
companies which could be classified as small businesses. We have had many 
indications that loans we have made have increased employment and have helped 
some of the communities in which the industrial corporations are located. The 
general purposes for which the loans are made are for working capital and ex- 
pansion. 

(3) The principal types of direct placement issues in which we participate are 
the same as those which we make direct and are the sole holder of the securities. 

(4) We do not have any minimum as to size of the borrower, and our main 
consideration in making a direct placement loan is that our company will receive 
principal and interest when due and that the borrower has both the ability and 
the desire to pay its debts. We have no restrictions as to geographical location. 
Before we make a private placement loan, we always inspect the properties and 
visit with the management of the corporations. We are interested in being sure 
that we are loaning money to a company that has a reasonable chance for growth 
and success, and we are particularly interested that the present managements 
of the companies are honest, intelligent, and adequate for the continuing of suc- 
cessful operation of the corporations. 

(5) We have never resold a direct placement loan. 

(6) Generally, we participate with others in the purchase of direct place- 
ment loans. During 1949, 66 percent of the loans we made by amount we par- 
ticipated with others and 65 percent by numbers. In 1950 we participated in 
77 percent by amount and 79 percent by numbers; in 1951, 79 percent by amount 
and 81 percent by numbers. 

(7) In all of our loans there is the usual provision that if the company regis- 
ters any securities, they will also register the securities which we own. Most of 
the companies to whom we have loaned money would not have borrowed if they 
had been required to register their securities, and if they had not borrowed, their 
expansion and profits would have been retarded. Since 1949 over 90 percent of 
our direct placement loans have been purchased through investment banking 
firms. 

We hope that this information will be helpful to your committee and will as- 
sist you in reaching a conclusion which will be helpful to the country eco- 
nomically. 

Very truly yours, 
GeorGe B. Coox. 
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THE PENN Mutua Lire INSURANCE Co., 
Philadelphia, Pa., April 24, 1952. 
Hon. Louts B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
Committee on Interstate and Foreign Commerce, 
House of Representatives, Room 1334, House Office Building, 
Washington, D. C. 

Dear Mr. HELLER: Receipt is acknowledged of your letter of April 21, 1952, 
stating that your subcommittee has scheduled open hearings on May 20 and 21, 
1952, on the subject of the direct placement of securities, in order to obtain the 
views of the insurance industry with respect to the desirability of amending the 
Securities Act of 1933 to require the registration of direct placements of securi- 
ties with the Securities and Exchange Commission. 

The information requested on the schedules accompanying your letter has been 
prepared and We are returning the two completed schedules herewith showing 
data for equity and nonequity securities separately. 

As to the other points raised in your letter, we have the following comments: 

1. We have engaged in the acquisition of securities through so-called direct 
placements for a number of years. The yearly dollar total of such purchases, 
as shown on the two schedules, represents the following percentage of total 
securities acuired in each of the 3 years: 1949, 61.4 percent ; 1950, 53.5 percent ; 
and 1951, 75.1 percent. 

2. The types of business of our borrowers include electric, gas, telephone, and 
water utilities and railroads (equipment trusts), as well as a widely diversified 
list of industrial and miscellaneous companies, such as petroleum, food products, 
industrial and farm machinery, finance companies, chemicals, electrical equip- 
ment, paper, steel and iron, building, textiles, containers, rubber, household 
furnishings, printing and publishing, and others. 

3. There are, generally speaking, two types of direct placements in which we 
invest. One is where we take the entire issue and negotiate the terms directly 
with the borrowers or with the assistance of their financial advisers. If the 
borrower so desires, we make the loan jointly with their bank or banks, who take 
the early maturities, usually at an interest rate lower than on the long-term 
portion which we take. The other type of direct placement is that which is set 
up by an investment banker and comes to us with the terms rather definitely set 
as to maturity, interest rate, amortization, etc. Such offerings are usually accom- 
panied by material prepared by the investment banker and include much of the 
information which would be available to us from a prospectus or registration 
statement. 

Direct placements where negotiated initially by the borrowing company and 
our company are predominantly so-called unsecured term loans, or when appro- 
priate have as collateral a mortgage on plant. Less frequently they take the 
form of corporate mortgage bonds. Those that are placed by the borrowing 
company through investment bankers are either unsecured term loans or notes, 
debentures, or mortgage bonds, as the borrowing company and its financial 
advisers may determine. The above procedure applies likewise to preferred 
stock issues. We do not invest in common stocks. 

4. We have no minimum or basic standards as to the size of the borrower, 
nature of business, financial status, etc. Each company is considered on its own 
merits with respect to its business, markets, management, financial history, 
capital structure, and other pertinent factors. 

5. We have not resold any of our direct placements. 
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6. The extent to which our company has participated with other companies in 
direct placements is shown by the following percentage to our total direct place- 
ments in each of the 3 years under consideration : 





ae | In dollars 








%. The agreements for direct placements prepared under our direction ordinarily 
have no provisions for the registration of the security purchased. Many of the 
issues which are offered to us by investment bankers, the terms of which have 
been set before they are submitted to us, contain provisions for the registration 
of the securities purchased, particularly in the event the purchaser decides to 
obtain marketable pieces at some future date, or in the event the issuing corpora 
tion is registering a new issue. 


Yours very truly, 
Matrcoim Apam, President. 
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Tue CONNECTICUT MuTUAL LIFE INSURANCE Co., 
Hartford, May 13, 1952. 
Hon. Louis B. HELLER, 
Committee on Interstate and Foreign Commerce, 
House Office Building, Washington, D. C. 

Dear Mr. HELLER: We have been pleased to compile the enclosed information 
concerning securities acquired through direct placement, which you requested in 
your letter of April 21. 

In order to answer your inquiry as comprehensively as possible permit us to 
reply to each question individually. 

Question 1. If your company engages in direct placements, state the extent of 
such participation. The enclosed schedules indicate the type of information we 
should like to obtain. Show data for equity and nonequity securities separately. 

Answer. The tabulation on your forms and marked “Exhibit A” presents the 
information requested. 

Question 2. Show in general terms the types of business of your borrowers and 
the general purposes for which such direct loans were made. 

Answer. Exhibit B presents a breakdown of the issues acquired according to 
types of business of the borrowers. 

Loans were made to these borrowers for the following purposes : 

(1) Electric and water—for plant additions and extensions. 

(2) Telephone—for plant additions, extensions, and conversion to automatic 
operation. 

(8) Gas—primarily for the construction of natural gas pipelines. 

(4) Foreign political subdivisions—for capital additions and refunding. 

(5) Domestic miscellaneous corporation—for capital additions and refunding. 

(6) Industrial—for additions to working capital, plant expansion, and the 
funding of short-term borrowings. 

Question 3. Indicate the principal types of direct placement issues in which 
you participated. 

Answer. (1) In the utility field practically all the bond acquisitions are se- 
cured by open-end mortgages. A few issues are in the form of debentures. 

(2) The foreign political subdivision bond issues are practically all debentures. 

(3) The domestic miscellaneous corporation issues consist of first mortgage 
and/or revenue bonds. 

(4) The industrial bond issues consist of debentures and first mortgages. 

Question 4. Describe the minimum or basic standards, if any, as to size of 
borrower, nature of business, financial status, etc., which you apply in the con- 
sideration of direct placement loans. 

Answer. The same standards are applied to direct placement purchases as are 
applied to market purchases, and these are well within the limitations of the 
statutes governing life insurance company investments. We have never set a 
minimum as to size. Our standards are based entirely on quality. 

Question 5. If your company has resold any direct placements, indicate the 
extent thereof. 

Answer. The answer to this question is set forth in exhibit C. 

Question 6. Indicate the extent to which your company participated with 
other companies in direct placements (percentage of total number of issues and 
amounts involved). 

Answer. The answer to this question is set forth in exhibit D. 

Question 7. Indicate the extent to which agreements for direct placements 
have any provisions for the registration of the securities purchased. 

Answer. Agreements have been entered into with practically all public utility 
and industrial company borrowers whereby the borrower agrees that while we 
hold any of its bonds, in the event that it takes action to register any of its secu- 
rities under the Securities Act of 1933, it will on each such occasion give us 
notice of its intention to register, and upon our request the company will take 
action to register the bonds we own. 

We hope that the foregoing information will be of assistance to you in your 
studies of the direct placement of securities. If there is any further information 
you desire, please do not hesitate to request it. 

Sincerely yours, 
P. M. Fraser, President. 
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Exureit B 


Types of business of borrowers—Bonds, debentures, notes, etc., excluding 
stocks 


1949 | 1950 1951 


Type of business | Num-| Amount | Num-| Amount | Num-| Amount 
ber of (thou- | ber of (thou- berof | (thou- 
| issues sands) | issues | sands) | issues sands) 


Public utilities: 
STE ae eee wisel 375 | 14 | $6, 930 
Blectric......... Se eT eee calla | y a : : 

Gas... - eleuieeieill 
EEE Eee 

Foreign political subdivisions 

Domestic miscellaneous corporations... __| 

Industrials: 

Electric and electronics (including 
machinery) 

Food, liquor 

oi 'steel, , copper, brass 


Sgee8 


&; = 


Pa 


SS 


S55 


Others_. Ae a Bae cen 





dh Sci tren tk cece th bi beinseds Bier aidan 








1950 


Type of business } i Num-| Amount | Num-| Amount 
ber of (thou- ber of (thou- 
issues 





Public utilities: 




















1 The o company has acquired only preferred stocks through direct placement. 


ExHrsitT C 


Direct placements resold during the years 1949-51 
Bonds sold: 
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‘Copy of this letter is being forwarded to each member of the committee. 


THE CONNECTICUT MuTUAL Lire INSURANCE Co., 
Hartford, May 15, 1952. 
Hon. Louis B. 
Committee on Interstate and Foreign Commerce, 
Room 1334, House Office Building, Washington, D. C. 

Dear Mr. HELLER: In our letter to you of May 13 we endeavored to submit the 
information requested in regard to the direct placement of securities with insur- 
ance companies. The mere compilation of statistics does not necessarily reflect 
the basic reasons for following certain courses of action. We would therefore 
like to take this opportunity to present for your consideration some of the major 
factors which have brought about the direct placement of securities with the 
larger institutional investors. 

Following the advent of restrictions placed on the marketing of securities, the 
smaler-companies encountered considerable difficulties in attempting to finance 
through investment banking channels. In order to cope with their problem more 
effectively some of these smaller companies came direct to the life insurance 
companies for their long-term financing and others arranged for the sale of their 
securities to a limited number of institutional investors through investment 
bankers. By following these procedures the smaller companies were able to 
avoid the costs incident to registration with the SEC. These costs to some of the 
smaller companies would have made financing through the sale of bonds 
impossible. 

Our company, like many other life insurance companies, recognizes that as a 
custodian of substantial amounts of funds deposited with us for the protection of 
families.throughout this Nation, we.have the responsibility of investing those 
funds in such a manner that insofar as possible all segments of our economy 
will be benefited. To this end we have endeavored to diversify our investments 
not merely by buying the bonds of a great many of the largest corporations in 
America, but rather by investing our funds throughout the general economy. To 
follow this principle it becomes necessary to invest in the smaller type of business 
enterprise as well as in the very large organization. 

Over a period of years we have made quite a number of investments in the 
smaller, but sound, business enterprises. During 1949 the smallest bond issue we 
purchased was only $50,000, there was another for $100,000 and still another for 
$110,000. _ In each of the years 1950 and 1951 our smallest purchase was $200,000. 

Many of the smaller utility and industrial companies that have sold bonds to 
the life insurance companies and have become aware of the study that is now 
being made of the direct placements of securities have become greatly — 
as to the cost that will be added to financing expenses. 

As the cost factor is so extremely important in arranging financing in amailer 
amounts, it appears imperative that this be given careful consideration. Time 
and again the exemption from registration now in effect have proven greatly 
advantageous to business enterprise in expanding the productivity of the Nation 
and in meeting the demands of national defense. If these exemptions are com- 
pletely elimi it would appear that some segments of our economy might 
be adversely affected. 


Sincerely yours, 
P. M. Fraser, President. 


Copy of this letter is being forwarded to each member of the committee. 


Letrers From BORROWERS 


MATHIESON CHEMICAL Corp., 
Baltimore 3, Md., May 15, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
_ House of Representatives, House Office Building, Washington, D. C. 

My Dear Sm: In connection with the studies and hearings which yeur com- 
mittee has undertaken on the subject of corporate financing, particularly re- 
lated to so-called private placement on a negotiated basis, we should like to 
express our views on this most important subject. 


23578—52—pt. 2——-18 
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Mathieson Chemical Corp., as shown in the attached annual repert for 1951, 
has experiénced’ a véry major expansion during the past 4 years. It has also 
created two major affiliated companies, ene of which was ‘in a* new ipdustry. 

To accomplish this expansion of almost 300 percent in every category, it has 
also been necessary to carry out a broad financing program in which we have 
used both financing routes: private placement and public offering. 

It is our opinion that under today’s conditions each method is supplementary 
to the other, and that borrowers should have available to them both sourees of 
capital. 

As an example, we (and our affiliates) have in slightly over 3 years: 

(a) Borrowed $50,000,000 through private placement, of which $46,000,000 
was borrowed from insurance companies. This has involved seven different 
transactions. 

(b) Sold $18,000,000 of convertible preferred stock, through a large under- 
writing syndicate. 

(c) Purchased two companies and the publicly held pertien ef one affiliate with 
common stock. 

Without both sources of capital, it is doubtful if we should have been able 
to accomplish this growth in the short period under review. 

Specifically referring to the private placement market, I believe I can give 
you some of our own experiences, which should illustrate the great advantage to 
us of this method of financing: 


1. Flezibility 

This to us is one of the greatest features of private placement, 

As mentioned above, the borrowing of $50,000,000 involved seven. distinct 
transactions, and several amendments to original restrictions in the notes or 
mortgage indentures, Over and above the actual borrowing of funds we also 
have had: 

(a) An agreement to lease a plant from the United States Government, during 
the negotiations for such lease, which lasted less than a week. Inability to 
clear the transaction with debt holders quickly would have seriously impaired 
our chances of getting this lease. 

(b) Sale of a plant, under mortgage by one company, to another without mort- 

gaze. 
(c) Additional financing of one company under the same terms and conditions 
as the original loan. The expansion of these plants and elimination of operat- 
ing bottlenecks had to be done in a'very short period of time. Any delay would 
have seriously affected the success of the entire venture. 

(d@) Agreement to refund all debt upon the merger of two companies. This 
was a major undertaking involving three issues of varying coupon rates, and 
with different security and restrictions. Without complete commitment prior 
toemerger, the latter could not have been accomplished, although the refunding 
could not become effective until after the merger became effective. 

Both public issues and private placements would have had substantially similar 
restrictions for.the protection of the security holders and the company. They 
were written in the light of conditions as seen when the financing was negotiated. 

Conditions change, however, and in a growth industry such as.ours, the change 
is often rapid. Plants are needed 's ily by defense requirements; changes in 
output, size, or design are requested by Government or dictated by our own ex- 
perience; governmental restrictions change costs and materials available. In 
our case we have additionally experienced increased costs of construction, change 
in demand for ultimate products, variations in plant scope, and many expansions 
during construction, Any rigidity in being able to shift our coursé or to have 
secured added financing or changes of indentures would have seriously delayed 
our operations, reduced our contribution t6 the national defense effort, and hurt 
our financial returns. 

By frequent reference to the experts tn the lending institutions, and because 
of their resultant intimate knowledge of our business, we have been able to place 
our problems before them, negotiate on the spot, secure a quick and positive 
answer, and proceed with our operating necessities with a minimtim of delay, 
and with definite assurance. 

Had these debt securities been held by scattered bondholders, it would have 
required numerous approvals which would have been -diffieult to obtain from 
such owners. These holders of bearer securities would probably not. be reaviily 
identifiable and therefore difficult to contact. It would also bave required sey- 
eral registrations with the SEC, and possibly even calling one or more issues, 
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and placing others in the market. It is obvious that such a procedure would 
have been burdensome, costly, and time consuming. 
Much of which we were able to accomplish would not have been done at all. 


2. Cost of placement 

The cost of private placement in every case has been substantially less than 
would have been the case if we had financed publicly : 

(a) Frequent changes described aboye were carried out with only minor ex- 
penses for legal, auditing, and printing. 

(b) Direct negotiation between the corporation and the insurance company 
has been used, although investment bankers have also acted as intermediaries, 
but in either case the cost has been negligible compared to full underwriting 


costs. 

(c) The direct placement loan method does not require the take-down at one 
time, thus saving substantial interest payments, in the case of borrowings made 
for construction and development. 


3. Rate assurance 

In financing a corporation, one of the more important factors is the assurance 
of total return on an issue, the coupon rate, and availability of funds. It is im- 
possible to secure these in public financing until the issue has come out of regis- 
tration and the market has been judged 1 or 2 days prior to public offering. 
This can effect a delay of from 3 to 6 weeks, which can be extremely important. 


4. Growth company financing 

While the above-mentioned factors are important in greater or lesser degree to 
all companies, the floating of an unseasoned security of a company in a new 
industry or of a growth company is a-difficult problem in the public market. The 
security itself may be intrinsically just as sound as another, but it does not haye 
the record behind it to command price, or distribution, or interest rate. 


5. Time element 

Even the simplest arrangements must be negotiated with both private or public 
buyers. Once negotiated, however, the private placement is ready for settlement, 
= public financing still requires several weeks for registration and public 
offering. 

We repeat that we do not believe that private placement is the only method 
of financing corporate enterprise. Each supplements the other; we have used 
both and shall continue to do so. 

However, it would be extremely disturbing to us, were the private placement 
market closed to us, or needlessly complicated by the requirement of registration. 
As a company in a rapidly changing and expanding industry, we need the flexi- 
b lity, savings in costs and time, and close association with the security holders. 

The availability of investment funds varies widely from time to time. Indus- 
try, taxed to a point where it is impossible to finance replacement or expansion 
of plant out of retained earnings, must have open to it every possible source of 
sound cap tal, and should not have one er another source closed or limited by 
action of law. 

So far as registration is concerned, even if the time required and the cost did 
not rule out such a plan, it seems completely unnecessary to “protect the inyestor” 
in this case, as it might be in public offering. The existing private buyer, be it 
an insurance company, a pension fund, or a trust, is by experience in the invest- 
ment field and by existing statutory and common law regulation probably the 
most thorovghly protected investor that exists. 

The above comments express our views in this important matter. Should yon 
desire any further data, we should be glad to supply it to you. 

Sincerely yours, 
S. pE J. Osporne. 


PITTSBURGH STEEL Co., 
Pittsburgh, Pa., May 12, 1952. 

Hon. Louis B. HELLER, : 

Chairman, Special Subcommittee on the Securities and Erchange Commission, 
Interstate and Foreign Commeree Committce, 
House of Representatives, Washington, D. C. 

Dear Sir: The April 17, 1952, article in the Commercial and Financial Chroni- 
cle and the April 23, 1952, issue of the Congressional Record indicated that your 
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committee will hold hearings on May 20 and 21 with respect to the private 
placements of funded debt. .- 

We understand that suggestions have been made to the effect that “private 
placements” be subjected to registra with the Security Exchange Commission, 
similar to.that followed in the case of public offerings. 

Last year we completed arrangements with respect to the financing of a 
$56,000,000 expansion and modernization program which involved private place- 
ments and which we know now could not have been satisfactorily consummated 
if we had found it necessary to resort to a public offering in accordance with the 
regulations as prescribed by the Securities Exchange Commission. 

In view of the public knowledge of the activities of your committee and the 
importance of this issue to industry, it is felt that we should review our 
particular ease for you. 

Our company is an integrated steel company, ranking fourteenth in size in the 
United States. It manufactures pig iron, semifinished steel; wire and wire prod- 
ucts, seamless tubular products, and cold-rolled strip steel. The company em- 
ployed an average of 9,600 employees in 1951. Our net sales last year were 
$149,255,271, and our net income after all charges, including income taxes, was 
$7,331,599. Total assets of the company amount to approximately $112,000,000. 
We are, nevertheless, a small company in the steel industry and are subject 
generally to the problems of small companies. 

Our company was formed in 1901, had a splendid growth in the first 20 years 
of its existence, did reasonably well through the 1920’s, but had a questionable 
earnings record from 1929 to 1936. During this last period, the plant suffered 
from inadequate repairs and maintenance and insufficient investment in new 
equipment. From 1936 to 1950, the company made progress in improving its 
plant and properties; but was handicapped because of its previous bad earnings 
record, in its financing. 

When I became associated with the company early in 1950, I was shocked to find 
that it had a surplus of semifinished products (ingots) to sell and that it was 
short of finishing facilities. This meant that a major operation was indicated 
which would involve the installation of costly equipment for the production of 
hot- and cold-rolled sheets so as to effect diversification of product. Concurrently 
we planned to increase our steelmaking capacity by approximately 50 percent. 

This afore-mentioned program contemplated the expenditure of approximately 


$56,000,000. While the financing of this would be facilitated by certificates of 
necessity, the purpose of which is to increase steel-making capacity, we realized 
that a major part of it would have to be financed by a bond issue of at least 
$25,000,000. 

The difficulty that the company had had earlier in selling its $6,500,000 bond 
issue, at an interest rate of 44% percent, to the public, indicated the kind of 


difficulty that was inherent in a public financing. It was therefore decided that 
the financing should be accomplished, first, by obtaining a large loan from one 
of the insurance companies and, second, by borrowing certain long-term funds 
from some potentially large customers of the company. 

We approached the Metropolitan Life Insurance Co., whose officers went through 
our proposal with a fine-toothed comb. Fortunately, the men that we dealt with 
knew the steel business and had had sufficient experience with loans to stee! 
companies in the past to be well aware of tlie‘advantages inherent in our program 
of expansion and diversification. 

In August of 1951, we entered into an agreement with the insurance company 
whereby they agreed to loan us $25,000,000 for 20 years at 3% percent interest 
on first-mortgage security. They agreed to permit us to borrow $5,000,000 from 
banks on term loans to extinguish the balance of the loan incurred in 1948 and 
agreed further to permit us to enter inte long-term loan agreements tied in with 
sales options to two prospective customers for our new products, which are both 


well known automobile companies. 
The advantages of refinancing’ by means of this private placement, based on 


our experience, have been as follows: 
1. We gained certain definite benefits by not being required to register under 
the Securities Exchange Act qf 1933.—The principal benefits of this were— 
(a) It was_pecessary for us to furnish otily information that the insur- 
ance company as an experienced investor required in appraising securities. 
By working at first hand with the investor, information was transmitted 
directly and quickly. “It fetlows that the not inconsequential expense of pre- 
paring a registration statement was eliminated. 
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(0) No time was consumed after reaching an understanding with the 
lender for the preparation of a registration statement and the necessary 
amendments thereto. 

(c) No risk of experiencing a bad market was involved during the period 
of waiting that would have been necessary in the case of a registration 
statement. As soon as negotiations were completed, the purchase agreement 
was entered into, the money was committed, and we could proceed immedi- 
ately with the placement of orders for our new mill. 

2. Interest is saved.—Our program of expansion was estimated to cover a 
period of 2 to 2% years. Under our agreement with the insurance company, we 
were able to make arrangements to take down the money for plant construction 
in quarterly periods beginning in December 1951, in $5,000,000 installments. If 
we had engaged in public financing, it would have been necessary to take the 
entire amount of money down at one time and to bear the extra interest burden 
during the period before the funds were actually needed. 

3. Changes in the construction program may be more readily made.—Approval 
for changes can more readily be obtained from one lender if the proper facts are 
submitted than would be possible in the case of a public offering with many 
participants. 

4. There is less risk if costs should overrun estimates.—We would be able to 
sit down with one lender and discuss the proper change to be made to meet un- 
foreseen conditions, a procedure which would be virtually impossible to accom- 
plish in the case of a public cffering. 

For such reasons as these, I am deeply impressed with the importance of private 
or direct placement of loans in the financial structure of our industry. If wa 
had tried to place the loan as a pubiic offering, we would very probably have had 
difficulty in obtaining a loan of this size in view of the company’s spotty earnings 
record. Furthermore, if we had failed to obtain a sufficiently satisfactory rating 
for the bonds, a public financing of the amount involved for our company might 
well have proved impossible. These risks were eliminated by dealing directly 
with an institutional investor able to take a long-range view of the fundamental 
soundness of a situation uninfluenced by temporary market conditions. 

The foregoing facts are for your record, and to us they prove (1) that, if the 
avenue to private placements had been blocked by regulations which might stem 
from suggestions made to date to your committee, Pittsburgh Steel Co. could not 
make the contribution that it is now making in the interest of our economy and 
the defense program, and (2) the woods are full of similar cases and particularly 
where small companies are involved. 

Although this letter states our position, I am willing to appear as a witness 
before your committee if it would prove to be helpful. 


Yours very truly, 
Avery C. Apams, President. 


UNITED States HorrMAN MACHINERY Corp., 
New York, N. Y., May 12, 1952. 
Hon. Lovis B. HELLER, 
Chairman, Securities and Exchange Subcommittee, 
House Interstate and Foreign Commerce Committee, 
7 : Washington, D. C. 


Dear Sir: It is my understanding that your committee is giving its attention to 
the matter of direct financial placements. 

I urge that nothing be done to disturb or impede the ability of American busi- 
hess to continue to make use of the direct placement of securities. This method 
of financing in my opinion has become the easiest and most flexible means by 
which private enterprise can obtain long-term capital. 

The United States Hoffman Machinery Corp, manufactures garment-pressing, 
dry-cleaning, and laundry equipment. Although a leading factor in our field, 
we are a medium-size company by today’s standards, and our net worth is 
$12,000,000. 

Our business is highly cyclical in character, and profit margins are not large. 
Sales and earnings show wide periodic fluctuations, the effects of which are 
reflected in the fact that our combined stock capitalization on the New York 
Stock Exchange is valued at only $6,400,000. Public financing, particularly 
through the sale of equity securities, is therefore difficult. 
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In 1946, in order to obtain funds for working capital and plant expen‘litures, 
30,000 shares of 4%4 percent cumulative stock were sold at a price of 101 to the 
public to yield 4.21 percent. Underwriting commissions and other expenses in 
connections with this financing amounted to $85,000. 

In the early part of 1948 our company was faced with the necessity of obtainin;; 
additional long-term capital to replace in part current bank loans outstanding in 
the amount of $8,500,000 that had been incurred primarily to carry the time 
receivables of dry-cleaning and laundry customers. At that time the preferred 
stock, which had been sold at 101 less than 2 years previously, was selling at 72 
to yield 5.90 percent, and our common stock, on which no dividends were then 
being paid, was quoted around 14. Obviously, equity financing at that time would 
have been extremely difficult, if possible at all, and sale of debt publicly would 
have been expensive. 

Negotiations were started with a life-insurance company which, as an informed 
investor, readily understood the special conditions prevailing in our business. 
Within a relatively short period of time we completed arrangements for a 
$4,000,000, 15-year loan at an interest rate of 350 percent. The direct placement 
was made with a minimum of trouble and at nominal cost. 

I find it difficult to see where registration of the $4,000,000 term loan would 
have served any useful purpose for either the lender, the investing public, or our 
company. 

The close and continuing relationship that we have been able to maintain with 
one holder of our long-term debt would have been impossible with the numerous 
and scattered owners of a publicly distributed issue. This association has been 
of benefit to us and to the insurance company involved. 

Should you desire any further amplification of my views, either by an addi- 
tional statement or an appearance before your committee, I would be pleased to 
comply with your request. 


Very truly yours, 
ALBERT C. Bruce, President. 


FRUEHAUF TRAILER Co., 
Detroit, Mich, May 6, 1952. 
Hon. Lovis B. HELLER, 
Securities and Exchange Commission Subcommittee, House Interstate and 
Foreign Commerce Committee, Washington, D. C. 

Dear Sir: In connection with the consideration by your committee of direct 
placements, I wish to place before you my views on this subject, for the reason 
that it is a matter in which my company is vitally interested. 

We are engaged in the manufacture of trailers and, as such, we are suppliers of 
basic equipment to thousands of truckers, carriers, and businesses involving over- 
the-road transportation, of all types and degrees of size. The modern trailer is a 
substantial item, and its cost is not small. Our customers, as a group, require 
financing in connection with their acquisitions of new equipment. 

In 1949, we, recognizing that the discounting of customers’ paper with banks 
was not a complete answer to the credit problem in our business, initiated dis- 
cussions with an insurance company for the purpose of arriving at an adequate 
and permanent solution of this problem. After months of joint effort we were 
successful in developing a procedure through the formation of Fyuehauf Trailer 
Sales, Inc., and the issue of debt securities secured by, lien on customers’ obliga- 
tions (chattel mortgages and conditional sales contracts) which was mutually 
acceptable and which provided a satisfactory basis for a permanent financing. 
At the same time it was recognized that our efforts represented pioneering, that 
not all contingencies could be foreseen, and that changes would doubtless be 
necessary from time to time. 

In October 1948, the insurance company entered into an agreement to lend 
$30,000,000 to Fruehauf Trailer Sales, Inc. This amount was made available, 
as required in 11 separate advances over a period of 14 months. In February 
1950, $10,000,000 of additional debt was authorized and similarly placed over 
the next 4 months. In June 1950, December 1950, and May 1951, further addi- 
tional amounts of $15,000,000, $15,000,000, and $10,000,000, respectively, were 
authorized and arranged to be placed with the same insurance company. In each 
case the increase in the amount of the issue was effected pursuant to supple- 
mental indenture. In addition, over this period of about 3 years, we have had a 
substantial number of occasions to modify particular aspects of our fundamental 
arrangement with the consent of the insurance company. Thus, within approxi- 
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mately 3 years, flieré have been five issues (i. e., the original issue and the four 
increases) aiid matiy changés in our plain of operation. 

By its nature and circumstances, this financing could only have been done 
through’ direét and continous contact with an informed investor. I might 
state in confirmation of this that, in formulating our plans, we acted with the 
advice of a leading firm of investment bankers who were of the opinion that this 
was the only method. 

Our company, like all others, is benefited-by having available to it three well- 
recognized thetho@s of financing, through public offering, bank credit, and direet 
placement with long-term institutional investors. We feel very strongly that it 
would be extremely undesirable not only for us but for the economy as a whole 
to have any of those means of rais'ng capital limited. 

I think it Obvious that a requirement of registration in the case I have de- 
scribed would be burdensome and of no conceivable protection to anyone. A reg- 
istration requirement would have necessitated no less than five registration state- 
ments and a number of amendments, none of which would have served any pos- 
sible useful purpose. 

I also wish to point out that this pattern of financing was not only of benefit to 
us but also made credit available to thousands of small enterprises. I believe 
that to be a result which deserves encouragement. 

I have attempted to express my views fully. If, however, I have failed to make 
them clear, I should welcome the opportunity to present a further statement or 
to appear before your committee. 


Very truly yours, 
Roy FRUEHAUP. 


SoutH ATLANTIC Gas Co., 
Savannah, Ga., May 13, 1952. 


Subject: Registration of direct placements of securities with the Securities and 

Exchange Commission. 

Hon. Lovis B. HELurr, 
Chairman of Subcommittee Investigating Securities and Exchange Commis- 
sion, House Office Building, Washington, D. C. 

DeaAR Mr. HELLER: It has been brought to our attention that the subcommittee 
investigating the Securities and Exchange Commission plans to hold hearings 
on the above subject beginning May 20, 1952. I am writing you, the chairman 
of such committee, to express the views of a small operating utility company 
with respect to the desirability of this change in the Securities Act of 1933. 

The company, which I represent, has a little over $5 million capitalization 
divided as follows; 55 percent first-mortgage bonds, 15 percent preferred stock, 
and 30 percent common equity. Due to the expansion of our business we have 
had to issue securities of one form or another in most of the years since organiza- 
tion in 19815. Exeept for the original financing in 1945, all subsequent dealings 
have been direct placements or of a minor amount not requiring registration 
under the present law. 

We wish you and your committee to know the reasons why we favor con- 
tinuation of the present practice of permitting direct placements of securities 
without registration which are set forth below: 

(1) The cost of preparing registration statements and their certification makes 
the cost of doing business terribly expensive for a small concern issuing a 
nominal amount of securities. 

(2) The representatives of the individual investors are extremely capable 
men and are very thorough in their investigation for the protection of the in- 
vestor. 

(3) The mortgages, purchase agreements, or other documents supporting the 
securities being issued by direct placement contain the same or equivalent re- 
strictive clauses and protective provisions that would be in securities issued 
to the public. 

(4) Where a small company such as ours has dealt directly with a group of 
investors and they have become familiar with our operation and type of manage- 
ment, we feel that this past experience and association permits us to secure the 
most favorable terms available in the money market at the time of issuing the 
securities. If we were forced te submit our small issues to competitive bidding, 
sincerely believe we would have to pay a higher interest rate on our borrow- 
ngs. 
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(5) The sale of securities by direct placement makes cash funds more quickly 
available to a small company by not having so much detail to prepare and ap- 
provals to be secured. 

(6) Being a public utility we are already subject to regulation by, State public 
service commissions, whose approval is required before any’ securities can be 
sold. 

Prior business engagements prohibit presentation of this information in person 
before your subcommittee hearing as scheduled; however, we will appreciate 
your having copies of this letter presented to your subcommittee members as 
representing our expression in this matter. 


Very truly yours, ‘ae ; 
. E. Benriexp, Jr., 


Vice President and Comptroller. 


Cape GrraRDEAU, Mo., May 26, 1952. 
Mr. Louis B. HELLER, 
Chairman, Subcommittee, House Interstate and Foreign Commerce Com- 
mittee, Washington, D. C. 

Dear Mr. HELLER: You will recall that Congressman Paul Jones and the writer 
called at your office early on the morning of May 21 and you granted oral per- 
mission for Mr. A. Z. Patterson, an attorney of Kansas City, Mo., and the writer 
to file a letter statement with the committee in connection with the proposed 
‘ legislation which has for its purpose the abolishment of private placement of 
securities with insurance companies or other large investors. 

In behalf of one of my clients, which is a small utility company, I desire to 
express opposition to the proposed legislation for the following reasons: 

1. The existing law takes care of the public interest and if the suggested 
amendments were enacted it would tend to prevent the private placement of 
security issues with the insurance companies and other large investors. 

2. The insurance companies make a most detailed examination of any security 
which they buy. Their respective staffs are just as well qualified to make an 
examination of the value of the security as any other group of men. 

3. The law as it exists today enables the small-business concerns, which in- 
cludes my particular utility company client, to secure additional financing for 
their respective expansions at far less cost than would be possible were they 
required to file a registration statement. 

4, Since the preparation and filing of a registration statement is a complex 
and technical matter, small business is required to employ special counsel and 
frequently assistance from investment bankers, in order to meet the requirements 
of SEC in the preparation of a registration statement. All of this imposes an 
additional expense upon a small business which is not now necessary, and which 
often they are unable to incur. 

5. The law as it exists today operates most satisfactory to both issuer of 
securities as well as the purchaser thereof. There is no need to change it. 

Thanking you for the opportunity of writing you thus and trusting that this 
letter may be incorporated as a part of the hearings and that you will have 
caused to be mailed me a copy of the printed hearings, I am 

Very truly yours, 
OLIver & OLIVER, 
By R. B. Oxtver, Jr. 


KIMBERLY-CLARK CokpP., 
Neenah, Wis., May 5, 1952. 
Hon. Louis B. HELLER, 

Chairman, Securities and Exchange Commission Subcommittee of the 
Committee on Interstate and Foreign Commerce, House Office Building, 
Washington, D. C. 

Dear Srr: It has come to our attention that your committee is investigating 
the advisability of requiring registration with the Securities and Exchange 
Commission for all long-term borrowing, whether it be effective through sales 
to the public or through private placement. 

We believe that procedures to be followed in the acquisition of funds needed 
for corporate purposes should be simplified rather than made more involved ; and 
that both avenues, namely public offerings and private placements, should be 
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made available instead of forcing borrowers to utilize only public financing 


The opinion which we express is, we believe, completely impartial as we have 
utilized both .public and private placements in-our fimancing, and have-.found 
that circumstances applicable to each individual financing situation dictate 
whether direct or underwritten procedures should be followed. In the cases 
where direct deals are made, whether they be direct or through an intermediary— 
and again we have used both systems—it is our considered opinion that no good 
purpose can be served by requiring SEC registration and, on the other hand, 
aside from the cost of such filings which are very substantial, the delays neces- 
sitated by such registration could work a very serious hardship on the borrower. 
Where a direct deal is made with either banks or insurance companies or other 
lending organizations, the group of lenders is small and they are all completely 
informed not only at the time the deal is made, but continuously thereafter, 
of the financial condition of the borrower ; and therefore the purpose of protect- 
ing the unwary investor, as is the case in public financing, just does not exist. 

We have had no problems arising in the public financing which we have done, 
all of which was registered with the Securities and Exchange Commission. Our 
dealings in connection with the SEC have been, in fact, most satisfactory from 
our standpoint, so this letter is not dictated by any feeling of unsatisfactory 
treatment at the hands of the SEC, but predicated entirely upon a firm conviction 
as a user of both systems that they should be permitted to continue, and that 
private placements and long-term borrowing through direct deals would be 
seriously hampered if registration were required. 

Yours very truly, 
W. H. CLirForp, 
Vice President. 


MEMORANDUM ON REGISTRATION OF DIRECT PLACEMENTS ON RESALE 


THE MUTUAL Lire INSURANCE CO., or NEw YORK, 
New York, N. Y., June 20, 1952. 
Hon. Louis B. HELLER, 
Chairman, Securities and Exchange Commission Subcommittee, 
Committee on Interstate and Foreign Commerce, 
Room 1334, House Office Building, Washington, D. C. 

Dear CONGRESSMAN HELLER: I should like permission to supplement the answer 
which I gave to the question of whether or not it would be desirable to amend 
the Securities Act of 1983 so as to require the registration of direct placements 
on resale, by a memorandum, prepared by the vice president and general counsel 
of this company, commenting on that question. Twelve copies of the memoran- 
dum are enclosed. 

You will recall that the question was asked me and a number of witnesses. 
I think we each gave part of the answer and some of the reasons for considering 
such an amendment undesirable. The enclosed memorandum attempts to draw 
these parts together and present the complete answer, and it seems to me most 
desirable that it be made a part of the record of the hearings. 

I am forwarding it to you now in view of the fact that the Life Insurance 
Association of America has just completed assembling the figures which the 
subcommittee requested, showing the volume of directly placed securities resold 
in the period from 1934 to 1951 by life insurance companies, and the maximum 
amount of these which may have been sold to the public. I understand that they 
are being forwarded to the subcommittee today. The enclosed memorandum 
refers to and comments on those figures. 


Respectfully yours, 
Sruart F. SiLtroway. 


MEMORANDUM COMMENTING ON REGISTRATION OF Direct PLACEMENTS ON RESALE 


The Life Insurance Association of America is today forwarding to the Securi- 
ties and Exchange Subcommittee of the House Committee on Interstate and 
Foreign Commerce the figures for which the subcommittee asked at its hearings 
on May 20 and 21, 1952, showing (a) the volume of directly placed securities 
resold between 1934 and 1951, both inclusive, by life insurance companies having 
approximately 73 percent of assets of the entire industry and (b) the maximum 
amount which may have been sold to the public. The figures show that less than 
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1% percent of the direct placements acquired during this 18-year period have 
been resold, that most of these have been resold to other institutional investors, 
ani that the amount which may possibly have reached the public is very small 
indeed." There is no indication whatever that any of the securities which may 
have reached the public was impaired in quality either at the time of issuance 
or at the time of resale. On the contrary, the memorandum being filed by the 
association shows that they were all high-grade securities. The record of this 
18-year period results from the nature of the investors acquiring direct place- 
ments—informed institutional investors—and from the fact that in order to be 
initially exempt such purchases must be for investment and without any present 
intent on the part of the investor to resell. Thus, it is apparent that the record 
to date is not simply fortuitous but will continue to be the pattern. 

These figures alone demonstrate the absence of any need for requiring regis- 
tration of securities directly placed on resale. Any claimed theoretical advan- 
tage of registration would be far outweighed by the very practical disadvantages 
produced by restraining the competition which now exists in the capital markets 
between different methods of obtaining long-term financing and by largely de- 
stroying the chief benefits and usefulness of direct placements in supplying the 
capital needs of industry, particularly of small-business enterprises that cannot 
resort to the public market for long-term capital. 

Even though the figures alone should dispose of the question, there is also a 
complete answer to it on principle. Portions of this answer were given in the 
testimony of several withesses who testified at the hearings on May 20 and 21, 
but it may be useful to draw these portions together and sum them up, for pur- 
poses of the record, in this memorandum. 

The question was asked during the hearings in two forms: (a) Whether regis- 
tration of direct placements should be required at the time of resale by the initial 
purchaser, or (0) whether it should be required at the time of issue if there is 
any possibility that the securities might be resold at a later date to the public. 

If registration were required at either time, it would be likely, for reasons set 
forth in point II below, to have almost the same practical effect as a general re 
quirement for registration of direct placements at issue. 

Before proceeding further, it should be noted that the act does govern all 
sales of securities through the provisions of sections 12 and 17. These sections 
provide liabilities for untrue or misleading statements and penalties for fraud 
in sales of securities in interstate commerce and govern both sales on original 
issue, whether by direct placement or otherwise, and sales at any time after issue. 
But the act requires registration at issue only of publicly offered securities. 


















POINT I 







The exemption of direct placements from registration under the Securities Act 
is express, well understood, and grounded on sound principles. 

The underlying purpose of the Securities Act of 1933 was to protect the unin- 
formed public against the severe losses which had been sustained in the past 
through unethical or even dishonest practices on the part of some persons issuing 
securities and some underwriters promoting such sales. The act also created 
liabilities in the case of untrue or misleading statements and provided penalties 
for fraud in any sales of securities in interstate commerce at any time and under 
any circumstances. 

The Securities Act sought to accomplish its underlying purpose by providing 
assurance that investors were not deceived in respect-of newly issued securities. 
In order to do so, it required that when securities were issued and offered to the 

4 public there should be full disclosure of pertinent information regarding their 
investment quality. This information was required to be filed with the Securities 
and Exchange Commission in connection with the registration of. the issue. 
Copies were to be made available to the public under such regulations as the 
Securities and Exchange Commission might prescribe. 

The act also, however, provided in section 4 (1) that securities issued in trans- 
actions which did not involve a public offering need not be registered. The act, in 

this séction, exempted not only “transactions by an issuer not involving any 



























2The fienres show $19.9 billions of direct-placement acquisitions over the 18-year 
potkad ; $243 mil'ions resold, or about 1% percent of acquisitions ; $58 millions, or less 
han 6.30 percent of acquisitions, which may have reached the public: $15 millions of 
these with respect to which there was some registration statement on file covering either 
the stock for which they were exchangeable or a part of the same issue which had 
initially been offered to the public, leaving only $48 billions, or a little more than one- 
fifth of 1 percent, with respect to which there was no registration statement on file. 
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public offering” but also “transactions by any person other than an issuer, under- 
writer, or dealer,” thereby also expressly exempting sales by a purchaser on a 
direct placement. The exemption of direct placements, including their exemption 
on resale, was, therefore, not inadvertent, but express. Nor was it a novel 
exemption, for it simply carried over into the Securities Act an exemption the 
basis for which was well understood, since it had been common in the blue-sky 
laws of various States which long antedated the Securities Act. The exemption 
in the Securities Act rests on the proposition that disclosure through registration 
is unneccessary where securities are issued to financially experienced investors, 
who can reasonably be expected to secure for themselves in their negotiations 
with the issuer, the information needed to Wetermine the quality of the new 
securities. The initial acquisition of securities by financially experienced in- 
vestors actually gives a better voucher for the investment quality of the secu- 
rities at the time of issue than does mere disclosure through registration, for 
reasons which follow. 

According to the testimony at the hearings on May 20 and 21, approximately 
90 percent of direct placements are acquired by life-insurance companies; and if 
the volume of direct placements going to other investors such as commercial 
banks, pension trusts, savings banks, endowment funds, and other institutions 
were added, the proportion acquired from the issuer by financially experienced 
institutions would be close to 100 percent. 

The testimony at these hearings also disclosed that the investigation by life- 
insurance companies of direct placements generally goes considerably beyond 
the requirements of the registration statement. This investigation almost neces- 
sarily takes into account extremely important imponderables, such as the quality 
of the management of the issuer, which cannot possibly be shown in a printed 
prospectus. It generally includes a field investigation which involves, among 
other things, a study of the plant and plant lay-out, unless the purchaser is 
thoroughly familiar with the issuer's business. The investigation also takes into 
account the position of the issuer in its own industry, the likelihood of competi- 
tion from sources outside the issuer’s own industry, the experience of that in- 
dustry and also of the issuer during the depression, and economic and indus- 
trial trends. 

The testimony also showed that it is generally possible for purchasers on 
direct placements to get stronger convenants from the borrower than are pos- 
sible on public offerings, because of the expectation of the borrower that these 
convenants can be adjusted by future negotiation with the financially experienced 
purchaser or purchasers in the event that conditions change in such a way as 
to require modification. The testimony further showed that as a result the 
security for direct placements is generally better than the security for public 
offerings. 

One point which was probably not brought out as clearly as it might have been 
is that life insurance companies, when they acquire securities, whether through 
direct placements or through any other type of purchase, are required both by 
the nature of their business and even by the State laws governing most life 
insurance company investments, and these laws are enforced by State Insurance 
Department regulation, to “invest.” The Armstrong, or Hughes, investigation of 
life insurance companies in New York in 1905 brought out the evils inherent in 
underwritings by life insurance companies, i. e., in the acquisition of new issues 
by life insurance companies as a step in the distribution of those securities, and 
ever since that time it has been almost universally recognized that life insurance 
companies must purchase securities only with the intent of holding them as 
investments and not as a mere step in their distribution. It must also, however, 
be recognized that the exigencies of their businesses may be such as to require 
liquidation of holdings at any time, and it is not uncommon for State insurance 
laws to include a provision that the disposition of an insurance company’s prop- 
erty must at all times be within its control. 

The Securities Act itself, in section 2 (11), classifies anyone whe purchases 
with a view to distribution as an underwriter, and, therefore, irrespective of the 
requirements of State insurance laws, any insurance company, or other purchaser 
on a direct placement, that did not purchase securities as an investment could not 
accept the exemption applicable to direct placements. In other words, under the 
act itself it would be impossible to have an exempted direct placement unless the 
institution was purchasing to invest, without any then present intention to resell. 

Thus, under the act, in public offering of new securities, on the one hand, the 
bublic is protected only to the extent of the disclosure of facts made in the regis- 
tration statement at the time of issue. In the case of direct placements, on the 
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other hand, there is protection both to the immediate purchaser and also to any 
subsequent purchaser on a resale in the fact that the initial purchase has been 
made after an investigation by an_ experienced investor which goes beyond the 
disclosure required in the registration ,aceompanying a public offering and— 
and this is to be emphasized—there is present the additional fact that an experi- 
enced investor puts its own money into the securities with the legally required 
intention to hold those securities as an investment. 

It is, therefore, inaccurate to term the absence of a requirement for registration 
of direct placements either at the time of issue or at the time of resale a “loop- 
hole” in the act. The express exemption written into the act, and taken from the 
preceding blue-sky laws, was written in with the full consciousness of the pro- 
tection afforded in regard to the quality of securities acquired on direct place- 
ment at the time those securities are issued. In the case of publicly offered 
securities registration may be regarded as a substitute for the voucher of worth 
inherent in the reliance by an informed investor on its investigation and analysis 
of privately offered securities as evidenced by the use of its own money in the 
purchase of such securities. On resale of privately offered securities the exist- 
ence of this voucher of worth itself makes unnecessary the less effective 
substitute. 

Furthermore, if a security has been acquired in a direct placement, every 
subsequent purchaser would be on notice that it has not been registered, simply 
because there is no registration statement available. As a practical matter, 
it would doubtless be extremely difficult for a purchaser on direct placement 
to sell the securities of a lessed known issuer, except to financially experienced 
purchasers, who would either make their own independent investigation or would 
require disclosure of the information which the purchaser on direct placement 
had, before they would be willing to buy. On the other hand, if the direct 
purchase consisted of the securities of a large and well-known company, there 
‘would doubtless be ample information about it available either from registration 
statements of other securities of the same issuer on file with the Securities and 
Exchange Commission or from securities’ manuals and other financial services 
and publications of various kinds. Before any directly placed securities could 
get into the hands of the inexperienced investor whom the Securities Act was 
‘designed to protect, they would have to be sold through the normal channels for 
the distribution of securities to the public. This would involve the use of some 
form of offering circular, which would subject the seller to liability at com- 
mon law (see Equitable Life Insurance Co., of Iowa v. Halsey, Stuart and Co., 
312 U. S. 410 (1941)) as well as to the liabilities and penalties under sections 
12 and 17 of the Securities Act, if he failed to disclose pertinent information. 
The act, therefore in these provisions, as well as in its definition of an “under- 
writer,” sets up its own safeguards against any abuses which might arise on 
the resale of securities directly placed. Registration on resale is not required 
in the case of securities registered at the time of original issue. In the case 
of securities resold years after the original issue. the registration statement 
on file is of no substantial benefit, and may even be misleading. There is less 
reason to require registration on resale of a direct placement, since such securi- 
ties bear the stamp of quality placed on them at issue by an experienced investor. 


POINT II 


A requirement that direct placements be registered on resale would extend 
the act from the regulation of the issuance of securities to the regulation of 
trading in securities, an area which it does not, and which it was not intended 
to, regulate, although both areas, as already noted, are covered by the pro- 
visions of the act penalizing fraud and misleading statements. 

The act was clearly intended to draw a distinction between (1) the issuance 
of securities and (2) trading in securities. This clearly appears from the reports 
of the House and Senate committees considering it. Thus, in the report of the 
House Committee on Interstate'and Foreign Commerce when the Securities Act 
was before it for consideration in 1933 (Rept. No. 85, 73d Cong., 1st sess.; 
H. Repts. 1 and 279, 73d Cong., 1st and 2d sess., Series 9774), it was stated under 
the heading “II. General analysis of the bill; 1. Its scope” (p. 5 of the report) : 

“The bill affects only new offerings of securities sold through the use of the 
mails or of instrumentalities of interstate or foreign transportation or com- 
munications. It does not affect the ordinary redistribution of securities unless 
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such redistribution takes on the characteristics of a new offering by reason of 
the control of the isswer possessed by those responsible for the offering.” [Italics 


added.] 

Further on, under the heading “III. Summary of the provisions of the bill 
* * * Section 4. .Exempted transactions,” it was.stated (p. 15 of the report) : 

“The provisions of this section exempt certain transactions from the provisions 
of section 5, which section requires * * * the registration of securi- 
ties * A 

“Paragraph (1) broadly draws the line between distribution of securities and 
trading in securities, indicating that the act is, in the main, concerned with the 
problem of distribution as distinguished from trading.” 

The act did provide, in sections 12 and 17, referred to above, liabilities for 
untrue statements (including omissions of material facts necessary in order to 
make affirmative statements not misleading) and penalties for fraud in connec- 
tion with any sale of securities, including sales after issuance, but it did not 
attempt to regulate such sales. 

The act did not attempt to require registration of securities in connection with 
trading in them for very good reason. A security which is perfectly sound when 
it is issued may deterioriate afterward for any one of a number of reasons. 
There may be obsolescence of the industry, as occurred in the case of the old 
interurban traction companies; there may be a rise of new competition, as 
occurred in the case of the railroads when highway and airway competition 
severely affected their earning power, and as may now be taking place in certain 
industries with new developments continually taking place in, for example, the 
fields of chemistry and physics; there may be a deterioration in the quality of 
management; or the value of the security may decline for other causes which 
arise subsequent to its issue. The act was not intended to require registration 
after Issuance to guard against any of these risks which inhere in. every invest- 
ment ; and to impose in the act a restriction on resale after the issuance of securi- 
ties would be to change the basic purposes of the act. If the act were changed 
in this respect for direct placements, it would seem necessary to consider sweep- 
ing amendments, the advisability and practicability of which would seem open 
to the most serious question, if any consistency at all is to be preserved and 
in order to avoid the most obvious inequity. We believe such changes should 
not be made, since it is obviously impossible for any law to guard against normal 
investment risks, which are compensated for in the interest rate which securities 
bear—the yield above the so-called “riskless” rate exemplified by United States 
Government bonds of equal maturity representing the degree of risk placed by the 
market on the investment. 

There is one practical difficulty in connection with registration on resale which 
needs to be mentioned, since it is a very serious one, If registration on resale 
should be required, the registration would, of course, have to be made by the 
issuer, since it alone possesses the information which has to be filed in connection 
with registration. The agreement under which the securities were issued could, 
of course, provide that the issuer would use its best efforts to register the 
securities. It could not go beyond this, since the issuer cannot guarantee that 
the securities will be registered ; only the Securities and Exchange Commission 
can register them. If a direct purchaser wished to resell, the issuer would then 
have to-get its organization to work on the registration papers regardless of the 
pressure of other work. The purchaser would be thé one who chose the time. 
The issuer would lack the incentive, which is present when it needs the money, 
to complete the registration speedily. 

Even when this incentive is present, there is often considerable corre- 
spondence between a prospective issuer and the Securities and Exchange Com- 
mission regarding inadequacies of the information furnished ; and, with the lack 
of incentive on the part of the issuer, this period of correspondence could be 
greatly prolonged. Meantime, the purchaser would be locked into the securities. 
To avoid this situation, as the testimony indicated, institutional investors, which, 
for business reasons as well as possible pressure by State regulatory authorities, 
would not wish to have in their portfolios securities with limited or restricted 
marketability, as would be the case if directly placed securities could not be 
freely. resold until registration had been completed, would be very likely to re- 
quire registration at the time of issue. Although there might be exceptions, a 
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requirement for registration on resale would, therefore, in practical result, seem 
almost equivalent to requiring the registration of direct placements at issue. 


POINT III 


Virtually no securities which haye been directly placed have been resold to 
the public, nor are such resales likely to occur in the future. 

Both the testimony at the May 20 and 21 hearings and the figures filed by the 
Life Insurance Association of America show that virtually no securities directly 
placed have, in the 18 years following the passage of the act, reached the hands 
of the public. The record is completely devoid of a single known case in which 
a security, unsound at the time of issuance, has reached the public. There is 
also ample testimony in the record to show that the bond market, other than the 
market for tax-exempt municipals, has been, since the great depression, almost 
entirely an institutional market and that the public has been interested only in 
stocks and in tax free municipal bonds. On these facts alone—wholly apart 
from the other reasons stated in this memorandum—there would seem to be no 
basis for interfering with the extremely useful method of financing represented 
by direct placements. 

CONCLUSION 


Viewing the situation as a whole, it does not seem possible to avoid the con- 
clusion that a requirement of registration on resale is not only unnecessary but 
that it would have little practical value and would be likely, for reasons stated 
at the hearings, seriously to impede the capital markets. There is no evil or 
threatened evil which such a requirement would remedy. It would constitute 
a serious burden without being of any compensatory benefit. We, therefore, be- 
lieve that such a requirement would be contrary to the public interest which 
very clearly exists in a freely competitive system of financing industrial 


operations. 
HAUGHTON BELL, 
Vice President and General Counsel. 














